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PREFACE i:^^: .

Whesi Congress included in the Transportation Act of 1920

a provision giving tO' the Interstate Commerce Commission

full and exclusive control over the issue of securities by

interstate carriers, it brought to a close one of the sharpest

and most protracted controversies that have been waged iti

the field of railroad regulation. This controversy was con-

cerned with the ques,tion of the public interest in railroad

capitalization. For years, stock watering has been attacked

in and out of Congress as one of the most vicious practices

of private railway managements ; for years, popular dis-

cussions have held it responsible for exorbitant rates and

inefficient service. Yet, until recently, railway officials have

insisted that neither stock watering nor any other form of

overcapitalization is a matter of public concern; and, until

recently, their views have prevailed with the lawmakers, to

the extent, at least, of preventing public control. Now all this

is changed. First the states, and at last the federal govern-

ment have seen the necessity of financial control as a means

of securing reasonable rates and adequate service.

But though the principle of public control is now a

settled issue, the problems connected with this control ore

by no means settled. Railways, we say, should be properly

capitalized. But what is proper capitaliza:tion ? And how
is it tO' be secured under government control? These are

questions on which Congress and the Interstate Commerce
Commission will have to spend much thought and effort.

Success or failure in finding the correct answers will be one

of the deciding factors in the larger issue of private versiis

government ownership.
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6 PREFACE [6

The present work is a study of some of these problems.

It makes no attempt to cover the enitire subject oif security

regulatioiii—a subject almost as intricate and comprehensive

as the kindred subject of rate regulation^—but confines it-

self to the more fundamenital principles and the more im-

portant issues. Special attention is given tO' the problem-

of stock watering. Stock watering is an evil for which

three very different remedies have been proposed. The
first remedy is to prevent the praqtice by requiring that no

shares be issued at less than their par value; the second is

to allow stock watering to continue, but to render it harm-

less by giving full publicity to the actual investment; the

third is to meet the problem by issuing shares of stock with-

out par value. Or, to put it in other words, the first measure

would make the par values indicate the true investiment;

the second would expose the par values as a pure fiction;

the third would abolish par values entirely. Each of these

three methods has won the support of eminent authority;

each has been put into practice by various state governments.

Which of the three should be adopted by the federal govern-

ment is a problem discussed at length in the present study.

For a brief review of the points developed in this study,

the reader is referred to the summary or conclusion at

the end of each chapter. Chapter I analyzes the effect of

capitalization on the rate level and on the quality of the

service. An extended discussion of the relation between

capitalization and rates seemed to be called for, not merely

because of the wide differences of opinion which have

hitherto prevailed on the subject, but also because of the

practical bearing of this problem on the objects and method's

of security regulation. The conclusion of the first chapter

is that capitalization influences rates and services primarily

through its effect on railway credit. Chapter II, therefore,

considers precisely how capitalization may influence the
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corporate credit—to what extent overcapitalization weakens

the financial structure. A discussion of the evil effects of

overcapitalization naturally raises the question, What is

proper capitalization? In Chapter III this problem is

treated under the heading, " the Basis of Capitalization."

A study of the experience of the various state commissions

leads to the conclusion that the whole attempt to make

capitalization correspond to the corporate assets is impractic-

able, and 'tliat it should be abandoned in favor of the plan

of issuing shares of stock without par value. Chapter IV
considers in detail this recent financial device and defends it

against current criticisms. A concluding chapter is de-

voted to a discussion of three of the special problems con-

nected with the federal regulation of railway securities.

The material for this study is drawn largely from the re-

ports of decisions rendered by the various state public

service commissioins on the applications of public utility

companies for permission to issue securities. State com-

missions are the pioneers in the field of security regulation,

and their experience will serve as a guide to the federal

government. In most states, control over security issues

extends both to railways and to local pubhc utilities, but

the general principles involved are identical despite some

differences in detail. Therefore, although the present

treatise is written with spedial reference to the problem of

the railways, the writer has not hesitated to cite as prec-

edents decisions with respect to public utilities of all classes.

In these citations, the abbreviation " P. U. R." refers to the

Public Utilities Reports, Annotated (Rochester, N. Y.,

Lawyers Cooperative Publishing Company, 191 5- ).

Among the unofficial literature on the subject, the author

owes much tO' the writings of Barron, Heilman, Ignatius,

and Ripley. The last named author's work on Railrodds,

FmOnce and Organization has been a constant and valued
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companion in the preparation of this study. More specific

references to the writings of these and other authors are

given in the footnotes and in the bibliography at the end.

Several speciaHsts have been kind enough tO' read parts

of the manuscript. For this service the author is much in-

debted to Dr. John Bauer, and to Professors Henry R.

Hatfield, Roy B. Kester, Hastings Lyon, T. W. Van Metre,

and Allyn A. Young. Each of these men has made valued

suggestions and criticisms resulting in the modification of

manuscript. The study as a whole has been made under

the direction of Professor Seligman. To him, most of all,

the writer would express his deep gratitude for constant

help and stimiulating guidance.

Columbia University, June, 1920.
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CHAPTER I

IBM?

The Effect of Capitalization on Railway Rates

AND Service

Governmental control of railroad securities is favoredi

as a necessary protection both to the investor and to the

public. Obviously, however, the public interest is para-

mount, and the discussion in this treatise is entirely from

that point of view. What the public demands of the rail-

ways is the best possible service at the lowest possible rates.

Its chief concern in the regulation of railway securities must

lie, therefore, in the possible effect O'f capitalization on rates

and on service.

Very unfortunate has been the tendency in. public discus-

sion of railroad problems to emphasize the problem of rates

to the exclusion of the problem of service. With respect

to capitalization this tendency is particularly to^ be de-

ploired, for the financial structure of railway corporations

has a much more decided influence upon the quality of the

service than upon the rate lev^el.^ Tooi often, this more

serious charge against overcapitalization has been neglected

in a vain attempt to prove a closer relation than really exists

between securities and rates. It is nevertheless true that

capitalization does have some effect on rates as well as on

service. We therefore divide this chapter into two' parts,

1 S. O. Dunn, Regulation of Railways (New York, 1918), p. 136;

W. Z. Ripley, Railroads, Finance and Organization (New York, igiS).

p. 282.

13I 13



14 RAILROAD CAPITALIZATION^ [14

the first part discussing the problem of rates, and the second

part discussing the problem of service.

I. Effect of Capitalization on Rates

No railway problem has given rise to more dispute, or to

greater extremes of opinion, than the question of the rela-

tion between the amount oif outstanding securities and the

transportation charges/ While public opinion has always

held stock watering responsible for exorbitant charges, rail-

way officials have constantly denied that capitalization has

any effect whatever on rate schedules. As early as 1874,

the opposing views were clearly set forth in the report of the
" Windom Committee " of the United States Senate.^ Of
all the abuses with which the railways were charged, " none,"

said the commiittee, " have contributed' soi much tO' the

general discontent and indignation as the increase oif rail-

way capital by ' stockwateringj and capitalization of sur-

plus earnings. . . . Your coanmittee are of the opinion that

1 References on the relation between capitalization and rates

:

"Windom Committee." Report, 1874, 43d Cong., ist Sess., Sen. Rep.

307, two pts., pt. ii, p. 142, et seq. ; U. S. Industrial Commission, Hear-
ings (1900-1902), vols, iv and ix, Index .y. v. "Capitalization," also

Report of the Commission, vol. xix, pp. 405, 618; U. S. Congress, House
of Representatives, Committee on Interstate and Foreign Commerce,
Hearings, February p to March 17, 1914, on " Regulation of the Issuance

of Stocks and Bonds by Common Carriers " ; Interstate Commerce
Commission, Twenty-second Annual Report, 1908, p. 86; A. T. Hadley,

Railroad Transportation (New York, 1885), pp. 122-24; James F.

Hudson, The Railways and the Republic (New York, 1886). ch. vii;

John M. Eshleman, in Annals of the American Academy of Political

and Social Science, vol. liii (1914), pp. 148-61; National Association

of Railway Commissioners, Proceedings of Twenty-ninth Annual Con-
vention, 1913, pp. 115-223, 238-57; Journal of Accountancy, vol. iv

(1907), pp. 327-49, "Railroad Overcapitalization, A Symposium"; E.

S. Mead, Corporation Finance (New York, 1915), pp. 147-58; M. B.

Ignatius, The Fi>iancing of Public Service Corporations (New York,

1918), pp. 267-68, 320-23.

» Op. cit.
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stock inflation is wholly indefensible; that it necessarily pro-

duces increased charges, and promotes corrupt speculation,

and hence should be prohibited." ^ But the justice of this

view was vigorously challenged by spokesmen for the rail-

ways who testified before the committee. According td

one of them:, Mr. Edwin P. Worcester of the New York
Central Railway, " there never was such a thing heard of as

a company that increased its capital stock as an excuse or

occasion for putting up rates. It could just as well put up

rates if the business would bear it without increasing the

capital, and, if able, pay double the rate of dividend."
^

The same conflict of opinions has continued down to the

present day.^ It found strong expression in the testimony

before the Railroad Securities Committee in 1910. A
statement by Judge Lovett before that committee is typical

of the railway point of view. " I feel entirely warranted,"

1 Op. cit., pt. i, pp. 72, 76.

'Ibid., pt. i, p. 74.

'Although the general position of railway lepresentatives has been

as above indicated, there have been one or two exceptions. It would

indeed be difficult to find more caustic arraignments of the practice of

stock watering than have come from the pen of a railroad president,

Mr. Charles Francis Adams, and of a banker, Mr. Henry Clews. The
latter, referring to the prevalent custom of issuing large stock bonuses

to railroad construction companies, remarked: "It is no exaggeration

to characterize these transactions as direct frauds upon the public . . .

they are essentially deceptive and unjust, and involve an oppressive

taxation of the pubHc at large for the benefit of a few individuals,

who have given no equivalent for what they get" {Fifty Years in Wall

Street [New York, 1908], p. 245). Cf. also Adams, "Railroad In-

flation," North American Review, vol. cviii (1869), pp. 130-64. Very
different from the position of Mr. Adams was that of his predecessor

and successor as president of the Union Pacific Railway, Mr. Sidney

Dillon, who wrote that " as a matter of reason and principle, the

question of capitalization concerns the stockholders and the stock-

holders only. A citizen, simply as a citizen, commits an impertinence

when he questions the right of any corporation to capitalize its prop-

erties at any sum whatever" (North American Review, vol. cHi

[1891], p. 446).
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he said, " in stating that the railroad rates, both passenger

and freight, prevaiHng throughout the United States to-

day were not made, and were not in any wise influenced, by

the bonds and stocks outstanding, and that the needs of the

cotmipanies for interest on bonds and dividends on stock

had nothing whatever to do with the fixing of the rates."
^

That these oppoising views should have been held in the

early days of our experience with railway problems is not

to be wondered at ; but that the divergence should have re-

mained as wide as ever after half a century of railway his-

tory is indeed surprising. Perhaps the following study

oif the merits Oif the controversy may throw some light on

the failure to reconcile the differences.

Transportation rates are usually determined, in the first

instance, by the railway management; but they are subject

to approval or revision by government, either through legis-

lation or, more frequently, by order of a regulating com'-

mlission. In our study o-f the effect of capitalization on

rates we must look, then, on the one hand tO' the voluntary

rate policy O'f the railway management and. on the other

hand, to the principles of rate control by the government.

Let us consider these two problems in turn.

A. INFLUENCE OF CAPITALIZATION ON A COMPANY'S

OWN RATE POLICY

It is often assumed in popular discussions that railways

and public utilities fix such rates as will enable them to earn

interest and dividends on outstanding securities. From this

it would follow, of course, that an excessive issue of stocks

or bonds would result in excessive rates. Obviously, how-

ever, this assumption is fallacious ; corporations are neither

able nor willing toi adjust their charges on any such basis.

Their attempt is to secure a maximum profit, whether that

1 Statement of R. S. Lovett Before the Railroad Securities Com-
mission, December 21, 1910 (New York, 1910?).
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be two per cent or twenty per cent on the stock. Charges are

limited, either to the rates on comlpetitive Hnes, or to so-

called " monopoly price," based on the principle of " charg-

ing what the traffic will bear." A railway might double its

capitalization, but it could not thereby stop competition nor

increase the capacity of the traffic to bear higher rates.

Rates, therefore, except for one qualification about to be

mentioned, would remain the same. This fact has long

been recognized by railway authorities; it was pointed out

at the hearings of the Windom Committee in 1874, and by

Hadley in 1885.^ The winder is that a fallacy so obvious

as is contained in the contrary notion can have persisted to

the present.

This conclusion, that increased capitalization would not

cause a railway management to raise the rates, is subject to

one qualification, a qualification also long ago pointed out

by Hadley.^ When a company is so overcapitalized that

1 Railroad Transportation, pp. 122-4. See also an article by the same

author on " Railway Abuses at Home and Abroad," New Princeton

Review, November, 18^. An excellent recent statement of this prin-

ciple is given by Edward S. Mead, Corporation Finance (New York,

1915). pp. 147-58.

^Railroad Transportation, pp. 122-24. In theory there is another

qualification; namely, that capitalization may affect rates by influencing

the amount of construction of competitive railways, thus increasing

or decreasing the opportunities to charge monopoly prices. Strangely

enough, writers have taken opposite views as to the effect of over-

capitalization on competition. Some have held that it tends to

stimulate competition by making the overweighted company less strong

and formidable as a commercial fighter (Mead, op. cit., p. 149; Clews,

op. cit., p. 247). Others have contended that the concealment of profits

by means of stock watering tends to deter possible competitors. Of
these two positions, the latter is the more plausible. It is strengthened

by a further consideration ; that overcapitalization, by contributing to

railway failures, may discourage investments in railways and so may
check competition. But from a practical point of view, the effect of

overcapitalization on rates through its influence on competition is so

indirect and problematical as to be hardly worth considering.
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it finds difficulty in earning the expected rates of interest

and dividend, it may resort to a short-sighted policy of

rate making in order to secure the earnings required for the

immediate future. Where a financially strong company

might decide to reduce rates, hoping to be recompensed by

gradual increase in traffic, a weak company would be un-

willing to risk even a temporary decline in earnings for the

sake of an ultimate gain. Conversely, where a prosperous

railway would hesitate to raise rates for fear of injury in

the long run to its traffic, the impecunious road would stop at

nothing that might bring a temporary increase in its earn-

ings. Perhaps one may state the point formally in this way

:

The policy of any corporate monopoly with respect to

cliarges (and services) is dictated by two considerations—
first, by the desire to make maximum profits in the long

run; second, by the desire to avoid even a temporary fall in

profits below a certain yninimum. Sometimes these two

considerations conflict; and when they do conflict^ the first

usually predominates with fin-anciaily strong com-panies,^ the

second predominates with financially weak companies.

With local public utilities this influence of a company's

financial position on its rate policy is sometimes an important

factor. Conservatively capitalized, prosperous electric

light companies, for example, have not infrequently reduced

their rates below the maxima fixed by the regulating com-

missions, simply in order to build up business and to estab-

lish a good-will on the part of the public. But with the in-

terstate railroads it is doubtful whether the principle has been

to any considerable degree operative. Railroads are only

to a limited extent monopolies; often they have been highly

competitive. Competition has usually prevented a weak

^ Not always, however; the controlling interests in a financially sound

company sometimes adopt the short-sighted policy in order to sell out

at top prices.
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or bankrupt road from raising its rates. Some authorities

have presented evidence tending to show that rates on over-

capitalized railroads have been even lower than on the more

conservatively financed lines/ The Alton, for example,

underwent an upward revision of its capitalization at the

beginning of the present century ; but in spite of this increase,

transportation rates declined materially. A similar situar

tion prevailed on the Rock Island. One of the most exces-

sively capitalized roads in the country is the Chicago Great

Western Railway
;
yet its charges have been among the very

lowest. The grossly overcapitalized Erie has charged lower

average freight rates per ton-miile than the undercapitalized

Lackawanna. Other similar instances might be cited.

Whether these cases really indicate an inverse correlation

between capitalization and rates, or whether they are purely

a matter of chance, could be proved, if at all, only by more

careful statistical studies than have yet been made. Prob-

ably the latter explanation is correct; for it so happens

that most of the overcapitalized railways that have been

cited as charging low rates are located in unusually competi-

tive territory. In theory, however, an actual relation of

cause and effect is not out of the question. The very reasons

that may induce an overcapitalized monopolistic railway to

raise its rates may cause an overcapitalized competitive rail-

way to lower them. In both cases the short-sighted desire

to secure maximum immediate returns pre\'ails. But in

the one case this object would be attained by charging all

that the present traffic will bear, while in the other case it

would be attained by lowering rates so as to undercut com-

petitors.

1 " Windom Committee," Report, op. cit., pt. ii, p. 142; U. S. Industrial

Commission, Report, vol. xix, p. 413; F. A. Delano, Commercial and

Finan£ial Chronicle, vol. civ (1917), p. 318; Carl Snyder, American

Railways as Investments (New York, 1907), pp. 64-5 ; Frederick Strauss,

The Relation Between Capital and Rates—an Address delivered at the

University Club, New York City, March 7, 1912 (Buffalo, etc., 1912),
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Our conclusions, then, as toi the effect of capitahzation on

rates, when these rates are fixed by the railways themselves,

is that some relation may exist, but that this relation is much

less direct and of much less significance than is generally

assumed in popular discussions.

B. INFLUENCE OF CAPITALIZATION ON RATES UNDER
GOVERNMENT CONTROL

In these days of strict government regulation, it is far

more important to study the factors that infiuence our courts

and comimiissions in their rate decisions than to discuss the

raJte-making policy of the railway management. For the gov-

ernment, not the railway, has the last word. General rate

levels are now limited, not to what the traffic will bear, but

rather to what the Interstate Commerce Commission or the

United States Supreme Court will bear.

If regulating commissions were to allow railway com-

panies to charge such rates as would earn interest and

dividends on all outstanding securities, the relation between

capitalization and rates would be obvious. But as a mat-

ter of fact, no such simple relation prevails; the connection

is more indirect. In order to understand this connection,

we must have i'n mind the ga.iera.l principles which guide a

commission or a court in a rate case.

The starting point in the tiieory O'f rate regulation is the

principle of common law, now supported by state and federal

statutes, that public service enterprises must charge " reason-

able " rates. Until very recently, no test of reasonable-

ness has been set by statute. But in the United States

a standard has been developed by the courts, under

their authority to review all rate regulations to determine

whether they violate the constitutional guaranties against

confiscation of property. According to these court deci-

sions, a company must ordinarily be allowed to charge suf-

ficient rates to earn a " reasonable return " on the " fair
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value of the property being used by it for the convenience of

the public." This so-called " valuation basis " of rate mak-

ing has now been formally accepted by Congress, which has.

provided in the present Transportation Act that the Inter-

state Commerce Commission shall fix such rates as will per-

mit each group of carriers to earn a " fair return on the

aggregate value " of their railway property/

In determining the influence of capitalization in a rate

case, we must pay regard to both of the above-mentioned

factors: "reasonable" (or "fair") return, and "fain

value." Does the amount of outstanding securities have

any effect on the rate of return that a commission or a

court would consider "reasonable?" Does it affect the

estimate of the "fair value" of the property? Each

of these questions must be answered before we can settle

the relation between capitalization aiid rates. Let us

consider these two points separately, first analyzing the

•fair value, and later discussing the rate of return on that

value.

I. Capitalization and "Fair Value"

As every student of public utiHty problems knows, the

courts have never set any definite standard of " fair value
"

for rate making. Usually they have accepted a valuation

based on a compromise of different possible tests. What
these tests may be is indicated in the leading case of Smyth

V. Ames.* The famous dictum in that case reads as fol-

lows :

1 The Act provides that, for a period of two years beginning March
I, 1920, the Commission shall fix a " fair " return equivalent to a rate of

55^ per cent of the aggregate property value but may, in its discretion,

allow an additional half per cent to make provision for improvements.

At the end of the two-year period, the rate of return is to be fixed by

the Commission from time to time at such a point as the prevailing

conditions may justify.

• 169 U. S. 466,545 (1898).
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We hold, however, that the basis of all calculations as to

the reasonableness of rates .... must be the fair value of

the property being used by it for the convenience of the

public. And in order to ascertain that value, the original cost

of construction, the amount expended in permanent improve-

ments, the amount and market value of its bonds and stock,

the present as compared with the original cost of construc-

tion, the probable earning capacity of the property under

particular rates prescribed by statute, and the sum required to

meet operating expenses, are all matters for consideration,

and are to be given such weight as may be just and right in

each case.

On the basis of this dictum there are two dijtinct grounds

on which the amoimt of capitalization might be given weight

in estimating " fair value :
" First, it might be taken as

evidence of " the original cost of construction " and of the

" ajniount expended in permanent improvements;" second,

it might be held to constitute in itself a vested right, to be

honored at its face value. This second interpretation might

follow from the fact that the dictum refers to the " amount

and market value of its bonds and stocks " as separate items

to be considered, distinct from the item of original cost.

Let us discuss first the use of capitalization as evidence of

the actual cost of the property.

Capitalization as evidence of the actual investment. In

the determination of " fair value " for rate-making purposes,

cotirts have held that one of the most important elements

to be considered is the original cost of the property. In-

deed, the recent tendency, on the part of some commissions

at least, has been to make it the conitrolling test—a tendency

to which some authorities think that the courts wnll soon ac-

cede. Unfortunately, however, the railways of this country

failed to keep accurate records of their capital costs until

required to do so under the amendment of 1906 to the In-

terstate Commerce Act. So far from making correct en-
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tries of capital expenditures, many of the railways, prior

to that date and to some extent even thereafter, de-

liberately made excessive charges to the capital account in

order to conceal from the public and from the regulating

commissions the true relation between profits and investment.

The practice of stock watering went hand in hand with a

practice of inflating the property accounts, which were writ-

ten up so as to balance whatever amounts of securities the

controlling interests might deem fit to issue.

In spite of its notorious inaccuracy, this nominal capita-

lization, to which the book values were made to correspond,

has been the only record of actual costs possessed by the com-

missions and courts. Indeed, not only has capitalization

been the only record of actual cost, but also, in the case of

most railways, it has iDcen the only test of any sort on which
" fair value " might be based ; for physical valuations have

not yet been completed.

Faced with the necessity of deciding whether railroads

should be allowed to raise their rates, and lacking any other

information as to the fair value of the property, the Inter-

state Commerce Commission, in all its general rate cases, has

been obliged to take account of capitalization as an evidence

of the property value. To be sure, it has placed little confi-

dence in the figures so obtained, and has therefore attempted

to discount them as far as possible. But in the absence of

other data, it has been compelled to base its decisions largely

on these faulty statements.^ Recognition of the unsatisfac-

1 The above statement was written before the recent rate decision,

dated July 29, 1920, granting to all carriers a heavy increase in freight

and passenger rates. This new decision goes farther than any previous

case in accepting capitalization or book value as the controlling factor

in the determination of fair value. As compared to a book value of

$20,040,572,611, the "fair value" was found by the commission to be

$18,900,000,000. A review of earlier decisions by the Interstate Com-

mission with reference to capitalization as an element in " fair value
"

will be found in Appendix A, infra.
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tory character of such evidence is what led the commission to

urge upon Congress the necessity of a physical valuation.

When this valuation has been completed, the commission

may be expected to disregard entirely the outstanding se-

curities in its estimate of the property value.

Whether the physical valuation, when completed, will

show that the railways have been making excessive profits

in the past is of course a matter for conjecture. Railway

men, however, confidently assert that total net capitalization

of American railways will be found to be under rather than

over the total " physical value " as based on replacement

cost. It must be admitted that preliminary reports on the

valuation of several of the railways tend to bear out this

contention.^ But this of course raises the whole question

whether public utilities should be valued for rate-making

purposes on the basis of their present high replacement cost,

or on, the basis of their much lower original cost. In the

latter case, the outstanding capitalization! is almost certainly

excessive. The present treatise will not discuss this per-

plexing question of rate making.

Although no one can deny that in the past, overcapitaliza-

tion has been used delibei'ately as a means of deceiving the

government and the public as to the actual cost of the pro-

perty, one need not conclude that it may* always be so used.

It is entirely conceivable that the railways might be

permitted toi water their stock without limit, while being

compelled to state correctly on their balance sheets the

actual property investments. In that case, an excessive

stock issue would be ofTset on the balance sheet by a cor-

responding entry to " Stock Discount." Under such a pro-

cedure, the property account would state correctly the actual

* For detailed statistics on this point, see the testimony of Thomas
W. Hulme before the Interstate Commerce Commission, Washington,

May 26th and 27th, 1920, separately printed by the Secretary, Presi-

dents' Conference Committee, Philadelphia, June 4, 1920.
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cost, with the result that courts and commissdons would not

be deceived if they desired to base rates on the actual invest-

ment. Precisely that practice has prevailed in England.

British railways have been permitted to issue large amounts

of watered stock, but in their reports tO' the Board of Tradd

they have been obliged to state frankly the amount of water.

Not so, however, with American i^ailways. They have

balanced their excessive stock issues, not by charges to Stock

Discount, but rather by an overvaluation of their property.

It is this deliberate deception that has made stock watering

as practised in America so much more vicious than stock

watering in England.^

Capitalization as a separate factor in " fair value." For

anyone who is not versed in the legal profundities of rail-

way counsel, it may be difficult to see how nominal capitali-

zation can be claimed as an element in fair value except in

so far as it may indicate the actual investment. Yet railway

spokesmen have repeatedly argued that the amount of out-

standing securities should be given weight in determining

fair value, entirely irrespective of the actual cost. The basis

of this plea is the " innocent investor " argument. Even if

securities are fictitious, they have been bought in good faith

by investors who supposed that they represented real pro-

perty. These investors, it is held, should not be " penal-

ized " for the sins of bygone financiers.

During- the recent general rate cases,—the "Five Per

Cent," and the " Fifteen Per Cent " cases,—the financial and

railway interests set going a wave of propaganda urging*

this claim for the protection of existing securities. The
nature of their argument is indicated in an address before

the Investment Bankers Association of America by its

president, Mr. A. B. Leach. Mr. Leach's remarks are re-

ported as follows

:

^ But even the British practice has not escaped criticism ; see pp. 60-61,

injra.
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A very strong and able committee of our members attended

a session of the Interstate Commerce Commission when the

earlier railroad rate question was under consideration. They

presented, with all due emphasis, that the investors' position in

relation to the rate question is that the railroads should be

granted the increase asked for, whatever may have been the

error or failures or mistakes of mind or purpose in issuing some

of these securities, the fact remains that the railroads have be-

come very important, if not the most important industry in the

country, and the investments in railroad securities form a very

large percentage of the security for the savings of our people,

in more than one way.^

One would not be justified, however, in assuming that

conimissioiis actually take account of outstanding securities

simply because investors plead for such consideration.

Railway interests, in rate cases, have continually entered

pleas which commissioins have continually denied. We must

turn, therefore, to the decisions of courts and commissions

to see whether these pleas have won recognition.

On this point the theory of the law is sufficiently clear.

The United States Supreme Court has held that public

utilities are entitled to a return cm the " fair value " of the

property, not on the securities issued against that property.'^'

To be sure, the above-quoted dictum in Smyth v. Ames
states that in the determ'ination of the fair value of a com-

pany's property, " the amount and market value of its bonds

and stocks " are among the elements to be considered. But

1 Proceedings of the Association of Investment Bankers of America,

Denver, September, 1915, pp. 15-16.

2 This statement applies to securities that have not been issued under

the specific authorization of a public service comroission. Whether or

not securities, w^hen officially approved by a commission, will create

a legal claim in rate decisions has not as yet been settled in court.

The public utility laws contain a disclaimer of any obligation or guaranty

on the part of the state with respect to authorized securities ; but some
authorities are doubtful as to the complete efficacy of this disclaimer.
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later decisions have been unanimous in holding that this

statement did not imply the right to earn profits on fictitious

securities. Indeed, quite the contrary view was expressed

in the Smyth case itself, as well as in subsequent decisions.

So generally recognized is this point of view today, that we

need spend no time here in following the court decisions.

However, further citations are given in Appendix A of this

study.

Public service commissions, no less than courts, have been

almost unanimous in asserting that capitalization is not of

itself an element in " fair value." Some years ago, to be

sure, the Interstate Commerce Commission, in the Spokane

Rate Case,^ appeared to be taking a contrary position,

acknowledging the claim of outstanding securities, even

when watered. But this position seems later to have been

entirely reversed.^

Few authorities today wcmld question the statement that

in the theory of the law, at least, a capitalization in excess of

actual assets should have no consideration in fixing the

" fair value " of the property. But it is often maintained

by i>ersons familiar with the procedure of rate cases that,

despite all theory, courts and commissions do give weight to

the claim for a return on excessive security* issues. The
" innocent investor " plea is thought to have some influence.

It is extremely diflficult, if not impossible, definitely to

prove or to disprove this opinion by reference to the published

reports of rate cases. For in fixing a valuation, commis-

sions do not state what, if any, allowance has been made for

watered securities. If such allowance is made, it does not

so appear in the report, but is probably covered up by an

excessive estimate of the value of intangibles, such as " over-

1 15 I. C. C. Rep. z7(>, 410 (1909)-

2 See Appendix A for a discussion of the position of the Interstate

Commerce Commission and of various state commissions.
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head charges," or "going value." Only those who have

taken part in the proceedings can really know whether or

not capitalization has influenced the decision.

It is therefore very significant to find testimony from be-

hind the scenes to the effect that outstanding securities are

in fact taken into account. Members of the Interstate Com-

merce Commission and of various state commissions have

expressed this view. In an address before the National

Association of Railway Commissioners, Interstate - Com-

merce Commissioner Clements remarked

:

It is often said that capitalization has nothing to do with

the question of reasonable rates. Perhaps legally and tech-

nically speaking that is true, but as a matter of fact it is never

left out of view.^

On another occasion, Mr. Clark, Chairman of the Interstate

Commerce Commission, expressed a similar view."

At the conference of the National Association of Rail-

way Conimissioners for 19 13, there was presented a sympo-

sium of opinions from various commissioners on questions

of security regulation." Of the six commissioners who ex-

pressed an opinion on the influence of capitalization in valua-

tion cases, five believed that such influence existed, and only

one, Mr. Roemer of the Wisconsin Commissioni, seemed to

take the opposite view.

Such testimony from men who have themselves taken

part in regulating rates can hardly be guinsaid. One is

forced to conclude that excessive capitalization, all legal

theory to the contrary, has caused courts and commissions

1 Proceedings, 24th Convention, 1912, p. 219.

2 U. S. Congress, House of Rep., Committee on Interstate and For-

eign Commerce, Hearings, February 9 to March 17, 19 14. op. cit., pp. 57-87.

^Proceedings, 25th Convention, 1913, pp. 115-223, 238-257.
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to be more liberal in their valuations than they would other-

wise have been.

But without denying this past influence of capitalization

on *' fair value," one may seriously question whether any

such connection need prevail in the future. The very idea

of counting nominal liabilities as part of the amount of

property on which a return should be earned is so illogical

and so absurd that it would hardly have had any currency

except under peculiar circumstances. These circumlstances

have been the chaotic condition of the theory and practice

of rate regulation. In the first place, no clear-cut basis of

valuation has ever been adoj>ted by commrssions or accepted

by the courts. In the second place, no adequate records of

original or replacement cost have been at hand. The
natural result of this unsettled state of things has been to

put the courts and commissions in a compromising frame

of mind. Almost any plea thalt counsel for the companies

mnght present woiild. in some vague way, be taken into ac-

count; to use the judicial phraseology, it would "be given

such weight as may be just and right in each case." But

this chaotic condition will not last. As soon as the govern-

meiit adopts a definite standard of valuation, and as soon as

it secures the necessary records of cost, it will have removed

the uncertainties that have caused rate regulators to

take account of security issues in estimating " fair value."

Conclusions on capitalwatwn and ''fair value." The
following conclusions may n(ow be set forth as to the

relation between capitalization and " fair value " for rate

making. The amount of outstanding securities has l^een

a factor in valuation proceedings, first, as evidence of the

actual investment, and second, as an item entitled to some
weight on its own accoimt. The latter consideration, how-
ever, is not explicitly stated in the decisions of courts and

commissions, and one is left to infer its influence from the
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unofficial remarks of commissioners. But, although capital-

ization has been, on both of the above grounds, an element

in valuation, there is no good reason to suppose that it need

continue to remain an important factor in the future. For

after a physical valuation has been completed, and after a

definite basis of rate-making value has been set, courts and

commissions will have no reason or excuse for accepting the

par value of securities as an indication of the " fair value."

If one were to assume that the evil of stock watering lay

simply and solely in a resulting overvaluation of railway

property for rate-making purposes, one might fairly question

whether the most expedient way to cure the evil would not

be to prevent the overvaluation without troubling to prevent

the stock watering.'- Government regulation of security

issues is a costly experiment, and in some resi>ects a danger-

ous experiment. Would it not be wiser, then, to leave the)

private railway managements free to determine the amount

of securities, and simply to require that any excessive issues

must not be permitted to inflate the property accounts ? In

short, could not stock watering be made innocuous by full

publicity of the actual investment?

Several eminent authorities have answered this question

in the affirmative. The Railroad Securities Commission

took such a position when it reported in favor of publicity

rather than of regulation of railway finance. Similar views

^ Some years ago, a bill to secure this object was introduced into

Congress by Representative Adamson. Mr. Adamson was at that time

opposed to the plan for federal regulation of railway securities. As a

substitute for such a measure, he introduced a bill providing that if

any railroad should plead inadequacy of return on its securities as a

reason for being permitted to raise its rates, it must present evidence

that those securities represent actual investment {Cong. Debates, 6ist

Cong., 2nd Sess., 1910, vol. cv, pp, 5592-4), A somewhat similar pro-

posal was made by Mr. S. Z. Mitchell, President of the Electric Bond

and Share Company, at a hearing of the Senate Committee on Inter-

state Commerce, December 14, 1915,
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have been expressed by Mr. Balthasar H. Meyer ^ of the

Interstate Commerce Comm.ission, and by Mr, Franklin K.

Lane."

The position taken by these authorities would be strong

indeed were it not for the fact that the evil of overcapitaliza-

tion is not confined to its possible influence on the valuation

of the property. Even though that influence were completely

removed, other evils would remain. What these evils

are we shall note in the remaining sections of this chapter.

2. Capitalisation and the Rate of Return

When a commission has found the "fair value" of a rail-

road property, it must next determine the rate of return

which the company is entitled to earn on that value. The

courts have held that this return must be " reasonable: " but

their decisions as to what constitutes reasonableness have

been even more indefinite than have been their decisions on

"fair value."* The tendency of the courts, however, has

been to leave the commissions much more discretion in the

former ma;tter than in the latter.* Beyond insisting on al

certain minimum,—say 5 or 6 per cent,—the courts have

not been disposed to hold that aJiy rate fixed by a commis-

sion is confiscatory. Our study of the effect of capitaliza-

tion on the rate of return must therefore emphasize the

practice of commissions rather than the rulings of courts.

1 U. S. House of Representatives, Committee on Interstate and For-

eign Commerce, Hearings, February 9 to March 17, 1914, on " Regula-

tion of the Issuance of Stocks and Bonds'' pp. 87-114.

'"Railroad Capitalization and Federal Regulation," American Review

of Reviews, vol. xxxvii (1908), pp. 711-14.

'On the rate of return, see Robert H. Whitten, Valuation of Public

Service Corporations, 2 vols. (New York, 1912-14), vol. i, ch. xxx, vol.

ii, ch. xxx ; Beale and Wyman, Railroad Rate Regulation, 2nd ed., by-

Bruce Wyman (New York, 1915), ch. vii.

* Whitten, vol. i, p. 690.
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In fixing the rate of return, public service comiiiissionsi

must take account of two different considerations : The one

is the question of fairness to the investors; the other is

that of public expediency. Is the given return a fair com-

pensation for the use of the present investment? If so, is

it sufficient to attract new capital into the business? Both

of these questions must be answered before deciding what

rates a public utility should be allowed to charge.^ To be

sure, the distinction between what is " fair " and what is

"expedient" is not always made; often, perhaps usually,

these two factors would be considered identical. But at

times there is a distinction of much importance. Let us

discuss first the question of the fair rate and later the ques-

tion of the expedient rate.

The Fair Rate. While decisions as to what constitutes

a fair rate do not all agree, the generally accepted prin-

ciple is this : that the rate should be such as would induce

the investment of capital in similar enterprises, similarly

situated. If, for example, five per cent will attract capital

into eastern railways, then five per cent would be a " fair

return " for that class of enterprise. If , on the other hand,

eight or ten per cent would be required for western roads,

then that higher rate would be " fair " for such an invest-

ment.

How, then, may this rate of return be affected by noininal

capitalization? Only in a very indirect way; namely,

through the possible effect of capitalization on the credit

of the railways. The fact that many railways have been

overcapitalized, and otherwise financially mismanaged, may
bring railway investments intoi disrepute, and may there-

fore raise the rate of return that is necessary to attract

'That is to say, the commissions must pay regard to both of these

questions; on the other hand, the courts usually take account merely

of the first point.
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capital into that class of enterprise. An artificial element of

risk is created—^the risk that railway companies may be

found to be financially topheavy; and investors may fairly

demand that the public should pay them a higher rate of

return for assuming that risk.

That this relation between capitalization and the rate

of return may not be merely theoretical will be recognized

by impartial students of American railway finance. Fiascos

like Rock Island, Alton, and Frisco, caused largely by reck-

less overcapitalization, have helped to bring all railway in-

vestments into disrepute, and have therefore tended to raise

the rate of interest that must be offered to attract capital.

The fact that, up to the present time, railways have perhaps

not secured this necessary fate, and that therefore capital

has not been attracted, is a temporary situation which does

not dispro\'e the ultimate relation between capitalization and

the rate of return.

But of much more significance than the relation of capita-

lization to the fair rate is its relart:ion to the expedient rate

—the rate that may exceed what is considered " fair." To
this question we now turn.

The expedient rate. In the previous paragraphs we

noted that commissions have generally held that a " fair

rate " of return on public service property is that rate which

will attract capital into enterprises of 9, similar nature.

Ordinarily, this would also be the "expedient" rate; that

is, it would be the minimum rate needed in order to main-

tain the good credit of the company and its power to give

adequate service. But sometimes the " fair rate " would

not be sufficient for this purpose. Let us suppose that the

company in question is seriously overcapitalized; that its

earnings under present rates are barely sufficient to enable

it to pay its interest charges and thus to escape bankruptcy.

A company in this condition will be able to borrow
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money, if at all, only by paying exorbitant rates of interest.

It would be quite unable to secure this money if it were al-

lowed to earn merely the " fair rate," i. e., the rate current

in other railways similarly located but more conservatively

capitalized.

As an illustration of this fact, let us take the New
Haven.^ In the year 191 5, this road, despite its run-down

physical condition, reported earnings equal to 6.2 per cent

of the book value of its railway property." Yet, while such

a return might well have beeii considered a " fair rate," it

was quite too small to support the company's credit in view

of its heavy liabilities ; nor did it suffice to prevent President

Elliott from complaining bitterly that the public service com-

missions were not sufficiently liberal in their rate decisions.

Commissions have frequently been obliged to face such

situations in fixing rates that apply to weak railways and

public utilities. They are confronted with this dilemma:

that they must either sanction exorbitant rates or else ac-

cept the consequence of poor service. Which horn of the!

dilemma have they chosen? That is a difficult question to

answer. The difficulty lies in the fact that commissions,

in their rate decisions, have seldom made a clear-cut dis-

tinction between what is fair and what is expedient. They

have never decided, for example, that a particular company

should be allowed only five per cent as a " fair " rate of re-

turn, but that seven per cent should be allowed in order to

maintain the corporate credit. On the contrary, they have

fixed a so-called " reasonable " rate, without stating the

extent to which necessity rather than fairness has been the

^ To be sure, the New Haven was not overcapitalized in the narrow

sense of that term. But it was nevertheless financially overweig-hted

because of the burden of its unprofitable outside enterprises.

24 Ann. Rep. Mass. P. S. C. 324 (1916). See also 21 I. C. C Rep.

62 (1914).
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test of the reasonableness. This is perfectly natural in view

of the uncertain and indefinite standards that have prevailed

as to what is fair. It is doubtful whether the commissions

know themselves just to what extait justice and to what ex-

tent public policy is their guide in fixing the rate.

But for all this uncertainty, a study of recent rate cases

leaves no doubt that excessive returns have sometimes been

permitted in order to bolster up the credit of overcapitalized

or mismanaged companies. In this respect, commissions

seem to have differed in their attitudes. The Interstate

Commerce Commission and the Massachusetts Public Ser-

vice Commission have taken the position, in theory at least,

that they are not empowered by law to permit excessive

rates for the sake of upholding railway credit. On the

other hand, several state commissions have interpreted their

powers more liberally. They have held that the paramount

consideration is adequate service, and that as between poor

service and excessive rates, the latter is the lesser of the

two evils.

In Appendix B of this study the reader will find a re-

view of the position of various public service commisssions

on this point. On the whole, one notes a recent tendency

(to pay more and more attention tO' the question^ of expedi-

ency and less to the abstract question of fairness. The

tendency has been especially prominent during the war and

has continued since the armistice as a result of the alarm-

ing decline in the credit of railroads and street railways/

1 The distinction between what is fair and what is expedient is

clearly brought out in the present efforts of street railway companies

to secure permission to charge a higher fare than is stipulated in their

franchises. Since the old charge had been fixed by voluntary agree-

ment between the two parties to the franchise, it must be regarded,

according to current business principles, as the " fair " charge. To be

sure, it has not proved sufficient, in these times of high operating

costs, to earn a " fair return on the fair value of the property." But
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C. CONCLUSIONS ON THE EFFECT OF CAPITALIZATION

ON RATES

The various ways in which capitaHzation may affect rail-

way rates have been discussed. These may now be sum-

marized in outhne form.

Overcapitalization may affect rates

:

I. When rates are fixed by the railway management,

( 1 ) Under monopoly conditions, by causing the manage-

ment to adopt the short-sighted policy of charging

high rates in order to secure maximum returns in the

•immediate future, instead of charging lower rates in

the expectation of building up traffic in the long run.

(2) Under competitive conditions, by causing the manage-

ment to adopt the equally short-sighted policy of

cutting rates unduly so as to secure a temporary ad-

vantage over competitors.

II. When rates are fixed by government authority,

( I ) By raising the valuation on which the rates are based,

a. through the use of capitalization as evidence of

the original investment,

in these cases, " fair return " is not the test of the " fair " charge.

Doubtless, each party to the contract considered the prospective return

before agreeing to the five-cent fare. But once the contract is signed,

the company is entitled to whatever earnings it can make out of the

given charge, no more, no less. If profits had been excessive, as they

might have been in a period of falling operating expenses, the cities

would have had no right to demand a reduction in the fare. Similarly,

the fact that profits have proved to be inadequate gives the companies

no claim for relief from their burdensome contract. As a matter of

strict justice they should take their losses, just as a stock trader takes

his loss when he has made an unfavorable contract to buy or to sell.

But the question cannot be settled on the basis of strict justice; for the

public, no less than the railway companies, may suffer from an en-

forcement of the contract. Expediency may dictate leniency toward

the railway companies just as it may sometimes require leniency on the

part of a creditor toward his bankrupt debtor.
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b. through the tendency of courts and commissions

to accept the amomit of securities as constituting,

per se, an element in the " fair value,"

(2) By raising the rate of return which companies must

be permitted to earn, because of the tendency of

overcapitalization to weaken the corporate credit,

and thus by affecting

a. the "fair rate," i. c, the rate necessary to attract

capital intO' similar enterprises,

b. the " expedient rate," /. e., the rate necessary to

attract capital into the particular enterprise in

question.

Since rates are now subject to strict regulation by the

government, the relations listed in the second division of the

above outline are the only ones of present importance.

Under government control of rates, capitalization may af-

fect transportation charges in two ways : first, by influencing

the " fair value" of the property as fixed by a court or a

commission; second, by influencing the rate of return that

a company may be permitted to earn. But the relation of

capitalization to " fair value," w^hile it has doubtless been

present in the past, need not continue in the future provided

that the railways are required to keep accurate records of

actual investment. As an argument for security regulation,

therefore, the presence of such a connection in the past can'-

not be considered of much weight. With respect to the

rate of return, however, the influence of capitalization can-

not be so easily overcome. The fact cannot be denied that a

financially weak railway—whether that weakness is due to

overcapitalization or to any other cause—cannot secure the

funds for developing its business without paying an exorbit-

ant rate of interest. The public, then, must either pay that

interest in higher rates or must suffer the poor service that

will result from a failure to secure the capital.
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It is true that there may sometimes be a third alterna-

tive. Instead of permitting- a financially weak railway to

charge excessive rates, a commission might keep down the

rates to the minimum and thus force the railway into a re-

ceivership and a reorganization. That heroic method may
be the veiy best solution, but it cannot be considered an;

adequate one, for two reasons : first, because bankruptcy

brings discredit, not merely on the particular company, but

also on all railway enterprises; second, because a weak

company may not be quite weak enough to be forced into>

receivership. For years the company may lead a hand-to-

mouth existence on the low rates, and a commission may be

powerless either to make it give good service or to compel a

reorganization.

II. Effect of Capitalization on Service

Overcapitalization, we have just seen, must lead to one

of two things, if not to both: excessive rates, or inferior

service. Most of the popular discussions have emphasized

the first result. Yet, of the two, the latter is much the more

serious. A financially weak railway is far miore likely to

reduce its standards of service and to neglect necessary im-

provements than it is to raise its rates. The former policy

is the easy one; the latter presents many difficulties. But in

spite of its greater practical importance, the relation of

capitalization to service may be discussed much more briefly

than the relation of capitalization to rates, since it is simpler

and subject to less controversy.

There are two chief reasons why poor service rather than

high rates has been the miore frequent outcome of overcapi-

talization. In the first place, competition has prevented a

financially weak road from charging higher rates than its

competitors. This accounts for the fact, already noted,

that highly capitalized railways like the Rock Island, the

Alton, and the Chicago Great Westem, have charged rela-
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tively low rates. In the second place, commissions have

been reluctant to allow weak companies to lx)lster their

credit by charging excessive rates. Perhaps, as we have

already suggested, this reluctance may become somewhat

less strong in the future; yet it will doubtless always be

present to some degree.

The history of practically all recent railroad failures il-

lustrates the effect of financial weakness on the quality of

the service. Unable to secure funds, these roads struggled

along for years without making necessary additions and

improvements, meanwhile permitting their existing facilities

to deteriorate by deferring maintenance charges. When
finally the companies did fail and go into^ receiverships, the

receivers had [or were obliged] to devote all available

resources to getting the road and equipment back into fair

operating condition.

Recent reorganizations have required large sums for re-

habilitation despite the dif^culty of securing the necessary

subscriptions or payments on assessment. According to

Daggett, the Frisco secured for this purpose nearly eleven

million dollars; the Chicago and Great Western set aside

$9,892,274 to cover cost of rehabilitation, additional termin-

als, equipment, and shops : the Missouri Pacific provided

$12,713,792 for additional working capital, new equipment

and immlediate improvements, as well as for adjustment ex-

penses and the payment of loans.

^

Everyone is familiar with the unsatisfactory service of

the New England roads since their financial difficulties.^

Commenting on this condition, the Massachusetts Public

Service Commission said:

'' " Recent Railroad Failures and Reorganizations," Quarterly lournal

of Economics, vol. xxxii (1918), pp. 446-86, 465.

2 For a discussion of the inferior service on the New Haven and the

Boston and Maine, see 27 I. C. C Rep. 560 (1913) ; 3 Ann. Rep. Mass.

P. S. C. xii (1915) ; 4 Mass. P. S. C. Rep. 319-330 (1916).
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Along with the increase in rates, passenger service has been

substantially curtailed, more particularly upon the New York,

New Haven and Hartford and Boston and Maine Railroads,

a curtailment made necessary by the financial difficulties of

the companies. In view of the fact that these difficulties

were in no small measure due, not to causes beyond control,

but to past mismanagement, the forbearance and patience of

the traveling and shipping public in the face of higher rates

and lessened service has been noteworthy.^

The ill effects of gross overcapitalization are familiar to

all patrons of the New York street railway systemi.^ When
the Public Service Commission was considering the reorgan-

ization plans of the Third Avenue Railway, in 19 10, that

company was still using horse cars on some of its lines.

" For five years preceding the receivership," says Professor

Ripley, " not a new car was bought ; and it was beyond the

power of the company to buy."^ That finanlcial abuses

were responsible for this run-down condition was admitted

by Receiver Whitridge, in spite of his insistence that the

public should not concern itself with the regulation of future

security issues. The Public Service Commission quotes him

as saying that "the endeavor to pay interest on what was

fairly called watered ^tock, or stock out of which the value

had run, resulted in deterioration of service, inadequacy of

service. . .
." * He qualified this remark, hcnvever, by ex-

pressing the belief that this inferior service need not have

occurred, even with overcapitalization, if the Public Service

Commission had been in existence; but unfortunately this

opinion has not been borne out by later experience.

' 3 Ann. Rep. Mass. P. S. C. xiii (1915)-

* Ripley, Railroads, Finance and Organization, describes this situation

and cites further references (pp. 283, 286-7). See also the decisions

of the New York Public Service Commission, ist District, on the " First

and Second Reorganization Plans of the Third Avenue Railroad

"

(2 P. S. C. R. [1st Dist. N. Y.] 94, 347).

* Ripley, p. 283.

42 P. S. C. R. (ist Dist. N. Y.) 94, 117 (1909).
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In 1914 the Railway Age Gazette, referring to four rail-

roads in financial difficulties—the Wabash, the Frisco, the

Rock Island, and the Missouri Pacific—remarked:

No one of the four properties is in bad shape physically ; on the

other hand, no one of the four properties has been kept abreast

of the modern sciences of railroading, not through any mis-

taken ideas on the part of the operating management, but

simply because of lack of money and of what have been con-

sidered the exigencies of the case.^

This statement may also be applied to the entire former

Gould system. It would be especially pertinent with re-

spect to the Missouri, Kansas and Texas Railway. On the

condition of this road Mr. J. W. Kendrick, who investigated

the property for Speyer & Co., bankers, reported as follows:

[The railway was] handicapped by extraordinary interest

charges upon an accumulated nondescript indebtedness, so

large as to make it necessary to starve the property with

respect to maintenance in order to keep it solvent, especially

in view of the fact that the payment of dividends was com-

menced in 1906 and continued until 1914, during which time

$4,160,000 was dispensed to stockholders that should have

been returned to the property in the form of well-conceived im-

provements. , .
.^

Of course, it would not be correct to assume that in all

these cases the financial weakness that was responsible for the

inadequate service v/as caused wholly by overcapitalization

or by other forms of financial abuse. The causes of rail-

road failure have been diverse; excessive competition has

been an important factor,^ and in not a few cases, unjust

^Railway Age Gazette, vol. Ivi (1914), p. 1174.

'Ibid., vol. Ixii (1917), p. 365.

* Referring to failures since 1907, Daggett says :
" Generally speak-

ing, the failures were in the intensely competitive territory of the

Central Freight Association, and in the less densely settled sections

west and southwest of the Mississippi River" {Quarterly Journal of
Economics, vol. xxxii [1918], p. 448.)
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rate regulation must share the blame. But it is none the

less true that in all of the instances mentioned above, and in

most of the other recent cases of receivership, overcapitaliza-

tion has been an important factor in the trouble/

Up to the present point, we have been referring simply to

the inadequate service on those railways thalt have been con-

spicuous examples either of dishonest or of unwise financial

practice. These cases in themselves miake up a large ag-

gregate. Of 34,559 miles of line in receivers' hands in De-

cember 1 91 6, over forty per cent were reported by the In-

terstate Commerce Commission to have " suffered principally

from financial mismanagement and exploitation."" A still

greater proportion have been subject tO' imprudent, even

when not dishonest, financing. But even more serious, per-

haps, is the weakened credit of American railways as

a whole. The general lack of adequate facilities, particularly

of equipment and terminals, is notorious. Indeed, no persons

have recognized this shortcoming nor deplored the loss of

credit which it has occasioned, more than the railway repre-

sentatives themselves. Only the cause of this financial mis-

fortune is the subject of dispute. Railway men have minimi-

ized tlie factor of improper financial methods and have

ascribed most of their difiiculties to unfair regulation. In

support of this argument they point out that only a small

minority of the railways of the country have been guilty of

dishonest practices. Public service commissions, on the

other hand, deny their responsibility for the trouble and place

the blame on overcapitalization', undue expansion, and

financial abuses. In reply to the argument that only a

'For a discussion of the causes of recent railroad failures, see

Daggett, op. cit., also, Fankhauser, " Receivership and Reorganization

of Steam Railroads," printed as an appendix to the " Newlands Com-
mittee" Hearings (vol. ii, pp. 1937-2138). For failures prior to 1907,

see Daggett, Railroad Reorganisations (Boston, 1908).

'44 I. C. C. Rep. 223.
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small number of tlie railways have committed financial sins,

they assert that these cases bring disrepute and suspicion

upon all companies, good and bad, and so injure the credit

of American railway investments as a whole.^

It is quite unnecessary for our present purpose to decide

upon the exact weight of these opposing views. Sufficiently

clear in any case is the fact that improper capitalization has

been one of the serious causes, even though by no means the

only cause, of the recenit financial difficulties. In fact, the

need for a more liberal governmental policy toward the rail-

ways can hardly be treated apart from the need for a wiser

policy of railway finance. The public cannot be expected to

sanction liberal rate increases unless it receives better as-

surance th.Tn it has received in the past that the increase 1

earnings will be used more honestly and more prudently in

the effort to maintain the credit oi the companies. This

point seems now to be recognized by the spokesmen for the

railways, to judge from their recent acceptance of federal

control of security issues as a necessary part of railway regu-

lation.

III. Conclusions of Chapter -

The discussion in this chapter, it is hoped, will serve to

show how unwarranted is the assertion, until recently made
by most railway officials, that the capitalization of rail-

way companies is not a public concern. And yet, it is

equally clear that the influence of the amount of outstanding

^ These two sides of the case were argued at length at the hearings

of the " Newlands Committee " by Mr. Thorn, Counsel for the Rail-

way Executives' Advisory Committee, and by Air. Thelen, President

of the National Association of Railway Com.missioners. See also U. S.

House of iRep., Committee on Interstate and Foreign Commerce,
Hearings on " Federal Operation of Transportatio)i Systems," 65th

Cong., 2d .Sess., January 8-29. igi8.

* A more detailed summarj- of the conclusions as to the influence

of capitalization on rates has been given already, pp. 36-38, supra.
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securities is by no means as direct as is frequently assumed

by railway critics. The medium' of this influence is credit.

Credit forms the connecting link between capitalization on

the one hand, and rates and service on the other. It is the

failure to appreciate the indirect nature of this connection

that has been responsible for the conflicting views on the

subject. That improper capitalization is injurious to cor-

porate credit would be denied by no one; on the other hand,

(that poor credit is prejudicial to the interests of the public

is recognized by all. The conclusion that capitalization

must therefore be a matter of public concern would seemi to

follow as a matter of course. Yet for years it lias been

vigorously denied by railway spokesmen. In almost the

same breath they have asserted the need for higher rates

in order to support railway credit, while denying the

need for sound capitalization to further the same object.

But while the foregoing conclusions justify the public

suspicion of stock watering, they also indicate that a shift

of emphasis is required ini explaining the evil and in pro-

viding a cure. The assumption has been that there is a di-

rect and close relation between capitalization and rates—the

higher the fonner, the higher the latter. Now this assump-

tion would be true if the amount of securities were accepted

as a test of " fair value." But this test has been only partly

accepted in the past, and in the future the government need

not accept it at all, if it does not wish to do so. In the future,

then, the only serious danger from overcapitalization will

be, not that it will be an element in determiining fair value,

but rather that it will injure credit. But that raises a new

question. What is the exact relation between capitaliza-

tion and corporate credit ? Is it simply that low capitaliza-

tion tends to create sound credit, and high capitalization to

create weak credit ? Or is the relation more complex? To
this question is devoted the following chapter, on the

Influence of Capitalization on Railway Credit.



CHAPTER II

The Influence of Capitalization on Railway Credit

In the preceding chapter, the conclusion, was reached that

overcapitahzation results in higher rates or in inferior ser-

vice to the extent that it injures the corporate credit. It

remains to consider in the present chapter the ways in

which such injury may occur.

According to a prevalent view, there is an inverse rela-

tion between a company's capitalization and its financial

soundness—low capitalization tends to cause good credit,

high capitalization to cause poor credit. As a very rough

generalization, this statement may be allowed to pass; but

it is subject to qualifications of such importance that it can-

not be accepted as a satisfactory guide to financial practice.

Overcapitalization tends to weaken corporate credit, not

directly because of the heavy nom'inal liabilities, but simply

because those liabilities are apt to create excessive interest

and dividend charges. But the relation between the capital-

ization and the amount of capital charges is not close. A
company with an absurdly high capitalization may have a

lighter burden of interest and dividends than a company

capitalized at a low figure. In the former case, the rate of

interest and dividends may be lower than in the latter case,

so as more than to offset the difference in the amount of

securities. Moreover, the highly capitalized company may
have issued large amounts of stock but only a small amount

of bonds and may therefore be able to make its payments

contingent upon the earnings, while the undercapitalized

45] 45
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comi>any may have incurred a heavy debt and may be unable

on that acccvunt to reduce its fixed charges in times of

financial stress.

For these reasons it is necessary to take even more account

of the kind of capitalization than of its total amount. Let

us therefore discuss separately the three chief classes of se-

curities : bonds (and other evidences of indebtedness), pre-

ferred stock, and common stock. With respect to each, we

must consider how the amount of the issue may affect the

capital charges and, hence, the credit of the issuing company.

The first two classes, however, will be treated very briefly,,

since the evils of an overissue of bonds or of preferred stock

are well recognized ; but the last class—comnK)n stock—will

require careful study, as it involves questions subject to

much dispute.

(i) Bonds and Other Evidences of Indebtedness

A fundamental distinction has already been noted between

bonds and stocks, or rather between debt capital and share

capital. It is a distinction recognized in theory by every-

one, yet, as the Railroad Securities Commission pointed out,

too frequently ignored in its application to security regula-

tion.^ Bonds represent a promise to pay certain definite

amounts of principal and interest. Default on these pay-

ments makes a company liable to receivership and fore-

closure. Shares of stock, on the other hand, carry no such

rigid obligattions ; their dividends are contingent upon earn-

ings.

Because of this distinction, an excessive debt is generally

a menace to credit of much more serious character than is

an overissue of stock. Many financiers, indeed, would deny

that the amount oif common stock is of any material con-

cern, but no one could dispute the evil of overindebtedness.

1 Report, pp. 9-10.
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How much more importance is attached by financiers to

ithe amount of corporate debt than to the total capitaliza-

tion may be seen by a study of railroad reorganizations. In

perhaps the majority of cases where railways have been

reorganized as a result of a failure, the fixed charges have

been scaled down, but the total capitalization has been in-

creased/ The reason for this is evident. A reduction in

fixed charges was imperative; but the railway creditors

could be induced to accept this reduction only by the offer

of large amounts of preferred and common stocks. In

addition, still more stock had to be issued—and issued

freely—in order to induce the old stockholders to pay their

assessments and to furnish the funds needed to rehabilitate

the property. Doubtless the reorganization managers have

often regretted the necessity of adding to an already ex-

cessive capitalization by such liberal distributions of stock,

but they have been obliged to choose the lesser of two evils.

To some extent, state governments as well as financiers

have recognized the peculiar dangers of an overissue of

bonds ; but they have been much less disposed to accept that

fact as an excuse for excessive issues of stock. Indeed, the

state policy has been criticized on this very point by able

authorities, who have argued that the rigid restrictions

which some states have imposed on the issuance of stock

has forced railway companies to^ secure funds almost entirely

by borrowing.^ In later chapters we shall have occasion

1 Formerly this was the case with the large majority of railway

reorganizations; but the recent tendency has been toward a more

conservative recapitalization. Daggett lists fifteen reorganizations that

fall within the decade 1907-1917, of which eight resulted in a decrease

in total capitalization and seven in an increase (" Recent Railroad

Failures and Reorganizations," Quarterly Journal of Economics, vol.

xxxii [1918], p. 469). The earlier reorganizations are treated by the

same authority in his Railroad Reorganisation (Boston, 1908).

' This view was expressed in the Report of the Railroad Securities

Commission, pp. 10, 24.
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to note the force of this criticism and to consider ways of

meeting the difficulty/

(2) Preferred Stock

The broad distinction noted above between bonds and

stocks must be qualified in order to make room for a security

that, in some respects, comes between the two main classes.

Preferred stocks, like all other stocks, have a claim' to re-

turns only when earned—their dividends .miay be passed

without giving shareholders the right to demand a receiver-

ship. But they differ from common stock, and resemble

bonds, in that a definite rate of dividends is fixed. The
same may be said of income bonds, which are not very dif-

ferent from certain kinds of preferred stocks. Because the

rate of dividends is fixed, an excessive issue of preferred stock

is a more serious burden than an overissue of common stock

:

the excess cannot so easily be offset by a corresponding re-

duction of the dividend rate. Of course it is always pos-

sible to pass the preferred dividends or to reduce them below

the stipulated rate. But this procedure reacts so unfavor-

ably upon a company's credit that directors do not follow

it except under considerable financial stress.

Even more serious, perhaps, than the direct loss of credit

resulting from the passing of preferred dividends is the

temptation not to pass them when they should be passed.

Funds that ought to be devoted to maintenance or improve-

ment of the property are diverted to pay capital charges.

This point is illustrated by the policy of the Frisco just

prior to its failure in 1913. That company continued to

pay dividends on its five million dollars of preferred stock

up to within two months of the application for a receiver-

ship,^

1 Infra, p. 94 et seq.

2 Dividends were declared for the quarter ending March 31; the

receivership was applied for cm May 27,
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When the preferential rights of the shares are cumulative,

an excessive issue is all the more dangerous. If unpaid

dividends are allowed to accumtulate for several years, the

common stock loses practically all value except for purposes

of control, and even the preferred shares take on a highly

speculative character. Neither cumulative preferred stocks

nor cumulative income bonds have been widely used in

American railway finance, although the former have been

extensively employed by local public utility companies. In

several recent railway reorganizations, however, they have

been issued in order tO' avoid heavy fixed charges.^ One
may seriously doubt whether in the long run this conversion

of fixed interest into cumulative dividend claims will be a

gain. Daggett, an eminent authority on receiverships,

thinks that the advantage is very questionable. " Rail-

roads," he says, " are to some extent protected by it against

formal bankruptcy, yet such formal bankruptcy is often bet-

ter than the piling up of a huge load of unpaid dividends

before worthless and speculative common stock."
^

Enough has been said in this very cursory review o^f well-

recognized principles of railway finance, to indicate that the

public has a vital interest in restricting the issues, not only

of bonds, but also of preferred stocks.

(^) Common Stock

The subject of common stock brings us to the really dis-

putable point in this discussion of the influence of capitaliza-

tion on credit. With respect to bonds, and even with re-

spect to preferred stock, the wisdom of keeping the issues

within safe limits is as generally recognized in theory as

it is violated in practice. But with respect to^ common stock,

1 Daggett finds nine instances of their use in reorganizations since

1907 {.Quarterly Tournal of Economics, vol. xxxii, p. 483).

• Ibid., p. 483.
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the necessity of any moderate limit has frequently been

denied. American corporations, as everyone knows, have

been lavish in their issues of this class of security. Even

companies that have exercised due restraint with their debts

and their preferred stocks, have distributed common stock

without stint

The defense of this financial practice is a plausible one.

It rests on the argument that a share of stock is really noth-

ing but a participation certificate. Although nomiinally it

purports to represent a certain amount of investment,

actually it represents merely a fractional interest in the total

property, of whatever value that total may be. Par values,

therefore, are a pure fiction; they are nothing but a

mathematical device for convenient division of the capital

into shares. This view of the nature of stock leads to the

conclusion that the total par values are a matter of very little

consequence. Since the co-mmon stock is entitled only to

such dividends as may be earned, its amount will have no

effect on the burden of capital charges against the issuing

company. If the stock be doubled, the rate of dividends

may be halved, leaving the total requirements unchanged.

The validity of this argument could hardly be questioned

if one were to accept an assumption on which it is based;

namely, that dividends on common stock are perfectly

flexible. This assumption is indeed true in theory; for

common stock carries no fixed rate of dividends but is en-

titled simply to whatever earnings remain after other charges

are provided for. In practice, however, the case is not so

simple. Dividend requirements tend to become fixed by

the expectations of the investors. If a company is expected

to pay dividends at the rate of six per cent, that expected rate

may become a quasi-fixed charge on the corporate re-

venues. To be sure, the directors of the company are under

no legal obligation to meet that expectation ; they may reduce
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the dividends to four per cent, or they may pass them al-

together. But such action can be taken only at the risk of

disappointing the stockholders and of creating the feeling

that the management has not been as efficient as it should

have been. Even if no blame could be attached to the

management for failure to earn the dividends, the disappoint-

ment would be sure to react unfavorably on the company's

credit. Investors could not easily be induced to furnish

more capital after fonner hopes had been disappointed.

For the above reasons, corporate directors are always

under pressure to pay the expected rate of dividends on comf-

mon stock. Too often they fail to resist that pressure when

the condition of their property demands that all the re-

sources be conserved. The property is starved tO' meet com-

mon stock dividends just as it may be starved tO' meet the

fixed charges.. Examples in point are fairly numerous in

the history of American railways. The Erie, in its early

career, paid unearned dividends on its excessive stock issues

and then falsified the accounts so as to conceal the deficits.^

Charges of similar practice have been made, unofficially,

against the Missouri Pacific^ and, officially against the Pere

Marquette under the Prince management of 1902-4.* Thei

Chicago & Eastern Illinois was drained of its resources in

order to pay common stock dividends to the Frisco, which

had bought the stock at two hundred dollars per share.*

The New Haven railroad, fromi 1908 tO' 19 14, paid divi-

dends in excess of its earnings for every year except 1910.^

Having in mind this tendency of the expected rate of

'Daggett, Railroad Reorganization, p. 27-

^Moody's Magazine, vol. xii (1911), p. 319.

'44 I. C. C. Rep. I (1917).

*29 I. C. C. Rep. 139 (1914).

'The New Haven stock, however, was not watered in the ordinary

sense of the term.
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dividends to become a quasi-ftxed charge, we can now see

that the amount of outstanding common stock is not wholly

a matter of indifference, as so many practical financiers have

maintained. An excessivq issue of common stock is

dangerous for the reason that it tends to create an ex-

pectation of excessive dividends} Stockholders will antici-

pate larger dividends from a railway company capitalized

at one hundred million dollars than from a precisely similar

property capitalized at only fifty millions. They assume,

for some reason or other, that a higher nomiinal capitalization

means a higher value and a larger earning capacity.

But why do they make that assumption? To this ques-

tion there are two possible answers, each of which may be

valid according to circumstances. The one that is usually

given by writers on, corporation finance is that the investing

public assiunes a correspondence between the par value of a

security and the actual cost or value of the property. While

the shrewd trader may know quite well that par values

are a mere fiction, the innocent " outsider" is thought to be

1 This statement of tlie nature of the injury resulting from stock

watering may be compared with a recent discussion of the evil by

Professor AUyn A. Young, presented in Ely's Outlines of Economics

(3d rev. ed., New York, 1919, pp. 221-25). Mr. Young writes (p. 223) :

" Overcapitalization always makes available, for example, what may
be termed a surplus of stock, and this surplus, instead of being distri-

buted equally among the different stockholders, may be used in a dis-

proportionate and extravagant payment to the promoter (or organizer)

of the corporation, or the bankers who have assisted in marketing

its securities."

With this statement the present writer is entirely in agreement. In-

deed, his own interpretation, as given in the text above, is intended to

supplement Mr. Young's discussion by explaining how a disproportion-

ate allotment of stock to promoters or to bankers may injure, not

merely the bona-fide investors, but also the corporate credit. The in-

jury arises from the fact that the actual investors are not getting as

large a share in the enterprise as they think they are getting; hence,

they will overestimate their dividend prospects, with the untoward

results noted above.
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unaware of that fact, or at least only partly aware o-f it.

He assumes, therefore, that a one-hundred-dollar share of

stock is worth more than a fifty-dollar share.

That this par-value illusion does, at times, exert some in^

fluence, no one familiar with the stock market can seriously

doubt. Sufficient proof O'f this fact is found in the almost

universal American practice oif overcapitalizing new indus-

trial and railway corporations. Were it not for the pos-

sibility of taking advantage of the " magic of par values,"

corporate promoters would have little or no occasion to in-

dulgie in this practice.^

It would be a mistake, however, to assume that the decq>-

tive appearance of par values furnishes a complete and suf-

ficient explanation of the curious influence that the nominal

amount of capitalization exerts over the market values of

the securities. Another factor, even more significant, should

not be overlooked. That is the tendency of investors to

assume that the value of a share of stock remains unchanged

1 The writer is aware that this statement may be challenged by

those who regard stock watering of new enterprises as having other

and more legitimate objects than that of deception. It is sometimes

said that bonus stock may be employed simply in order to divide the

investor's claim into a fixed claim (for interest) and a contingent

claim (for dividends). In that way, it is argued, a bondholder may
be induced to accept a lower rate of interest on his bonds than he

would have been willing to accept were it not for the stock bonus.

This point of view is very ably defended by Hastings Lyon (Cor-

poration Finance, Boston, 1916, pt. i, pp. 87-107). But it may be

questioned very seriously whether the mere desire to divide the claims

can account for the use of bonus stock. For that object could be

accomplished just as well without the bonus, simply by getting investors

to take part of their securities in bonds and part in stock. For example,

securities might be offered at par in blocks of four thousand dollars

in bonds and one thousand dollars in stock. To be sure, such an offer-

ing would probably not sell as readily as would a five thousand dollar

bond bearing a lower rate of interest, plus a considerable quantity of

bonus stock ; but that is precisely because the former offering lacks

the deceptively attractvi'e appearance of an excessive par value.
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even wheii the total number of shares has been increased.

We can best illustraite this point with an example. Suppose

that the stock of a certain well-established corporation has

been selling at about 150. The company now increases its

capitalization by issuing a stock dividend of ten per cent.

Theoretically, this increase in the number of shares should

reduce the value of each share toi about 136. Actually,

however, the market price falls only tO', say, 145 and soon

may e^^en return to 150. In this case, a particular value

has become established in the minds of the investors, so that

they fail to discount fully tlie increased number of shares.

But it is the established value, rather than the par value that

is here the influential factor.

Of the two possible sources of deception that we have

mentioned,—par value and established value,—one may be

active at one time and the other at another time. With new
companies, it is the former, rather than the latter, that de-

ludes the investor. But with well-seasoned securities, the

situation is reversed. Here the fictitious nature of par

values has doubtless already become apparent. Stock-

holders have already adjusted their valuations on the basis

O'f actual earnings and dividends and have learned to disre-

gard the face values. But let the present capitalization be

changed, let the number of shares be increased by the is-

suance of a stock dividend, and a new danger arises—the

danger, namely, that investors will fail properly tO' dis-

count the increase in the nominal amounts of stock. They

will tend to expect the same rate of dividends on the in-

creased number of shares, with the result that the corpora-

tion will be under dangerous pressure to meet this expecta-

tion.

The tendency of stocks to maintain their old market

values despite an injectiofn of water is a phenomenon well

recognized on the stock market. Doubtless this seemingly
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illogical tendency is due chiefly to the fact, that, in actual ex-

perience, corporations have frequently been able to main-

tain the old rate of dividends even after issuing watered

stock. Indeed, the principal purpose of a stock dividend

is to pennit companies to pay more liberal cash dividends;

without increasing the nominal dividend raite and without

thereby becoming liable to popular attack for profiteering/

It must be admitted that if corporations were to issue stock

dividends only when their earnings would safely permit

them to maintain the same rate of cash dividends on the

higher capitalization, then the practice could hardly be

criticized from the point of view of sound finance, however

much it might be condemned as an attempt to conceal from

the public the true rate of profits. Too often, however,

corporations have watered their stock when their earnings

have not been sufhcent to justify the more liberal dividend

policy. In that case, harm has been done, not merely to

the private investors who have paid inflated prices for their

stock, but also to the credit of the companies, which have

suffered under the burden of excessive dividend charges.

Perhaps the two best examples in recent railroad history of

the evils of stock watering to which we have alluded are the

Alton reorganization in 1899-1900^ and the Rock Island

1 There is also another reason why an increase in nominal capitaliza-

tion may cause less than a proportionate decrease in the value of each

share: Investors, even though they anticipate a corresponding decrease

in the rate of dividends, may prefer to have a larger nominal amount

of stock paying a low rate than a smaller amount of stock paying a

high rate. The low-dividend stock has the illusory appearance of

greater safety. This point was brought out by Professor Bemis in his

testimony before the United States Industrial Commission {Report,

vol. ix, p. 88).

* So much dispute has arisen over the facts of the Alton reorganiza-

tion and over the question as to who was responsible for the company's

subsequent misfortunes, that the writer has deemed it necessary to

discuss the matter in detail in Appendix € of this study. The sub-

ject has much more than a merely historical interest; for it furnishes

one of the clearest examples of the evils which governmental regulation

of security issues should aim to prevent.
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reorganization in 1902/ Before its reorganization, each

of these roads was in sound financial condition and was able

to pay reasonable dividends on a conservative capitalization.

Then came the new managements, with policies of expan-

sion and witli promises of greatly increased earnings. In

order to enhance the market values of the securities and

thus to sell out at a handsome profit, these controlling in-

terests proceeded by various devices to inflate the capitaliza-

tion far out of proportion to the increased investment in the

properties. For a short period of time, the increase in the

nommal capitalization caused the market value of the stocks

and bonds to rise far above the old figures." But soon it

became evident that the heavier burden O'f interest and

dividends was far beyond the ability of the companies to

pay. Then the bubbles burst. The Rock Island, in 19 15,

went into the hands of a receiver, and the Alton, its credit

seriously impaired, barely escaped a similar fate owing, it

is said, to the financial support of the Union Pacific.

The position emphasized in the foregoing discussion-^

that the source of danger in stock watering lies in the rigidity

of established values even more than in the deceptive nature

of par values—leads to two conclusions of much practical

consequence. In the first place, it indicates that the evil to

be guarded against is not so much overcapitalization, in the

usual meaning of that term, as an undiscounted increase in

capitalization. Indeed, the danger of inflation is almost as

1 For the facts of the Rock Island case see the special report on this

subject by the Interstate Commerce Commission, 36 I. C. C. Rep. 43

(1915) ; also, Ripley, Railroads: Finance and Organization, p. 524,

et seq.

* This same thing had happened once before in the history of the

Rock Island, in 1880, when the company was reorganized so as to in-

crease the share capitalization by about one hundred per cent. This

recapitalization was evidently for the purpose of pajang more liberal

dividends without exciting public disfavor. See Commercial and

Financial Chronicle, vol. xxx (1880), p. 663.
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g^eat in the case of a company that has been undercapitalized

and that now raises its capitalization to normal as it is in

the case of a company which was originally capitalized at

its actual cost and which now issues a stock dividend. In

the one case, as in the other, investors are liable to be de-

ceived by a false assumption that the increased amount of se-

curities means increased earnings and larger dividends.

The second practical implication of the theor}^ that we
have been discussing is that the more serious evils of stock

watering cannot be cured by the mere recourse to the re-

cently favored plan of issuing shares without par value.

Removal of the par value, to be sure, removes one of the

sources of deception ; but it leaves untouched the other, more

potent, source. For, even without par values, an increase

in the number of shares, unless accompanied by a correspond-

ing increase in earning power, may result in a dangerous

inflation of market values.^

Stock watering n^ot the only method of inflating

market value

Although stock watering is a favorite device by which

speculative financiers attempt to inflate market values, it is

not the only device. Indeed, unless used in connection with

other methods of creating false hopes, it is not apt to be

effective. Promoters never rely solely on the tendency of

investors to think that more stock means more earnings;

they attempt to further that tendency by various kinds of

manipulation. Glowing prospectuses and optimistic finan-

cial statements are issued; investors are assured that the

higher capitalization is justified by the increased earning

power that may be expected as a result of the new manage-

1 But this statement is not meant to condemn shares without par

value; it is meant simply to indicate their limitations. The matter is

discussed at length in Chapter IV, infra.
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ment, or as a result of the advantages of consolidation with

other companies. The deception may be even more down-

right; it may take the formi of falsified earnings statements,

" padded " balance sheets, and false rumors of increased

dividends.

American railway history can show many examples of

these forms of deceptio'n, although, in recent years, the

situation has been much improved by the strict accounting

regulations of the Interstate Comimerce Commission. The

Erie, in its early days, seriously overstated its earnings in

order to pay unearned dividends.^ The Louisville and

Nashville is reported by the Interstate Commerce Commis-

sion to have made improper charges on its balance sheet to

property account in order to offset the liabilities created by

a series of stock dividends issued between i860 and 1891."

More recent eases of misrepresentation have been brought

to light by several railway failures occurring within the last

few years. Part of the troubles of the Pere Marquette and

of the Cincinnati, Hamilton & Dayton was attributed by

the Interstate Commerce Commission to an excessive capital-

ization placed upon the companies in the early part of the

present century by a speculative and unscrupulous manage-

ment. In order tO' make a market for these securities, in-

terest and dividends were paid out of capital—a fact which

was concealed by improper charges to capital account.^ By

similar practices the Rock Island management, under the

Reid-Moore control, attempted to give an appearance of

reality to a grossly inflated capitalization.* The Missouri

Pacific, prior to its receivership in 191 5, is said to have

carried a fictitious surplus for years in order to create the

1 Daggett, Railroad Reorganization, p. 37.

»33 I. C. C. Rep. 168 (1915).

»44 I. C. C. Rep. I (1917).

*36 I.e. C. Rep. 43 (iQiS)-
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false impression of financial soundness/ Much comment

was caused by a report of the Interstate Commerce Comi-

mission on the methods of financing the construction of the

Chicago, Milwaukee & Puget Sound Railway. This com-

pany, in order to circumvent a law of the state of Washing-

ton which limited the amount of bonds to twice the amount

of the paid-up capital stock, issued stock in excess of one

hundred million dollars over the cost of the road and then

wrote up the property account in order to conceal the ex-

cess.^

The fact that stock watering in America has nearly always

been accompanied by other means of misleading the in-

vestors, raises the question whether the practice would ideally

be harmful of itself if only the truth as to actual investm'ent

and actual earnings were not concealed. Would it not be

sufficient for the government tO' require the publication of

an accurate statement of investment and of earnings, so

that investors might be in a position fully to discount any

fictitious stock issues?^ Several excellent authorities have

* " For many years this company has, through carrying a fictitious

surplus, given the impression to the public that it was in sound finan-

cial condition, and the policy of paying dividends on the stock for

several years after the time when such dividends should have stopped

still further misrepresented the real situation to the public" (Moody's

Magazine, vol. xii [1911], p. 319).

* 29 I.e. C. Rep. 508 (1914)-

'An eminent authority on accounting, H. R. Hatfield, goes so far

as to say that " the watering of the stock, in itself, aside from ac-

companying complications is the merest peccadillo. The wrong con-

sists in the ' prevarication,' the positive misstatemment, that among

the assets is a plant worth $100,000 when everyone concerned in the

transactions knows it is worth only $50,000, or the untruth that the

company has acquired Goodwill worth $50,000 when it is absolutely in-

nocent of any such possession. If the other accounts in the Balance

Sheet are correct little concern need be felt over stock watering. Its

evil will be slight, its correction automatic." Modern Accounting

(New York, 1913), p. 172.
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answered this question in the affirmative. They have held

that the evil of stock watering is caused, not by the mere pres-

ence of the water, but by its undetected presence; and they

have argued that what is needed is publicity of the facts

rather than restriction of the stock issue.

We have already had occasion to discuss this point oi

view in our study of capitalization as an element in " fair

value" for rate making.^ There it was shown that capital-

ization need not be considered in fixing a value provided

that clear evidence of the actual investment or of the re-

placement cost is at hand. May not a similar situation apply

here? That is, may not investors, like public service com-

miissions, disregard the nommal capitalization as soon as

they are furnished with the proper data for looking behind

that capitalization?

To this question only a doubtful answer can be given. The
doubt arises because of the fact that investors are more ir-

rational in their judgments of value than are rate-making

commissions. Even though an accurate record of the in-

vestment and of the earnings be published, it is doubtful

whether that fact will cause investors tO' disregard entirely

the par value and the number of their shares, and to dis-

count any increase in that number. Certainly a full publica-

tion O'f the facts would remove a large part oi the danger of

deception, but it would be hazardous to say that it would re-

move all danger.

On this point the experience of Great Britain is instruc-

tive. British railways have been permitted to issue large

quantities of watered stock, but they have been obliged to

show in their balance sheets exactly how much of their stock

represents investment and how much is pure water. While

this requirement has doubtless prevented the gross forms of

deception that have been practiced by American railways,

1 Supra, pp. 30-31.
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it has not been sufficient, in the judgment of some author-

ities, to remove all misleading appearances/ Indeed, the

very fact that British railways and other public utilities have

issued watered stock in spite of the publicity requirements

is in itself an indicaticrtn that nominal capitalization still has

a tendency to deceive; for otherwise there could hardly be

any inducement to overcapitalize."

Summary

In the preceding chapter we saw that the chief evil of

overcapitalization lies m its injurious effect on corporate

credit. The present chapter has therefore discussed the

exact nature of this effect.

Overcapitalizatioai tends to weaken the credit of a rail-

way corporation by creating excessive interest and dividend

charges. But the amount of these charges is not in direct

proportion to the nominal capitalization. Much depends on

the nature of the securities. Bonds carry a fixed rate of

interest; they therefore impose a burden of charges that

cannot be lightened in times of adversity. Preferred stocks

1 See Edward R. McDermott, Railways (London, 1904), pp. 163-4;

Ching Chun Wang, Legislative Regulation of Railway Finance in England

(Urbana, 111., 1918), 2 pts., pt. ii, pp. 144-6; Lord Monkswell, The

Railways of Great Britain (New York, 1914), p. 280. However, that

any serious injury has resulted from railway stock watering is denied

by W. R. Lawson, British Railways (London, 1913), p. 2. For a

criticism of the similar fictitious increases of capital by the municipal

utilities, see R. H. Whitten, Regulation of Public Servi Companies in

Great Britain (New York, 1914), ch. ii.

2 This statement may be questioned on the ground that companies may
choose to increase the number of shares so as to reduce the market

value of each share to a figure that is more acceptable for investment

and speculative purposes. But that object could be attained by increas-

ing the number of shares while at the same time reducing the par value

to a proportionate extent, thus leaving the total capitalization just

where it was beforehand. The fact that this reduction in par value

is not made indicates that the mere convenience of smaller shares is

not the only motive behind a fictitious increase in stock.
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also carry a fixed rate, but the dividends may be reduced or

completely passed if they are not earned. Nevertheless, the

necessity of passing the preferred dividends reacts unfavor-

ably on the credit of the company; it should therefore be

avoiided, if possible, by keeping the amount of preferred

stock within safe limits. Common stock has no fixed rate

of dividends; and this fact has led some financiers to assert

that the amount of the issue is a matter of indifiference. But

we cannot accept this view. It fails to take account of the

fact that even on common stock the dividends are not per-

fectly flexible. Although in theory they are supposed to be

determined by actual earnings, in practice they are apt to be

held at the expected rate. This rate becomes a quasi-fixed

charge, and failure to pay it reacts aw the corporate credit

in the same way as would the passing of a preferred

dividend. Even more harmful than the failure to pay an

expected dividend is its actual payment out of capital when it

has not been earned. Yet an overcapitalized company is

under pressure to do this very thing rather than to admit

that it cannot pay its dividends.

But why is it that an excessive issue of stock may cause

investors to expect excessive dividends ? Why may they not

be content with a lower rate of dividend on the higher

amount of stock ? To these questions there are two possible

answers. First, investors may assume that par values rep-

resent the actual investment, they will therefore expect the

ordinary rate of dividends on an extraordinary amount of

stock. Second, they may assume that a company which

issues watered stock will continue to pay the established rate

of dividends on the increased number of shares. Of these

two points, the second is the more significant. The danger

of stock watering lies therefore not so much in the excess of

par value over actual assets as in the increase in the number

of shares without a corresponding increase in earning power.
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Up to this point, we have discussed the problem of

capitalization in its negative aspect: the attempt has been

to show the evils that arise from stock watering and other

financial abuses. In the remaining chapters we reverse the

procedure and consider what principles of capitalization

should be followed in order tO' prevent the recurrence of

those evils. The first problem that arises in such a study

is the much disputed problem of the basis of capitaHzation

—

that is to say, the standard by which tO' determine the sum
total of stocks and bonds which a railway company may
properly be allowed to issue. To this question we turn in

the following chapter.



CHAPTER III
'

The Basis of Capitalization ^

According to a view which, until recently, has gone al-

most unchallenged, the fundamiental principle of capitaliza-

tion is that the face value of outstanding securities should

correspond to the cost, or to the fair value, of the property.

As one writer puts it,
" presumably the chief purpose of regu-

lation of capitalization is to establish an equilibrium be-

tween the capitalization and the bona-fide investment.""

1 For discussions of the basis of capitalization with reference to

corporations in general, see Hastings Lyon, Corporation Finance

(Boston, 1916), pt. i, p. 234, et seq.; E. S. Mead, Corporation Finance

(New York, 1915), ch. xii ; Jeremiah Jenks and Walter H. Clark, The

Trust Problem, rev. ed. (New York, 1917), ch. vii; William H. Lough,

Business Finance (New York, 1917), ch. viii; William Allen Wood,
Modern Business Corporations, 2d ed. (Indianapolis, 1917), pp. 32-9;

Thomas Conyngton. Corporate Organisation and Management, 4th ed.

(New York, 1918), ch. vii; WiUiam Morse Cole, Accounts: Their Con-

struction and Interpretation (Boston, 1915), ch. xiii; U. S. Industrial

Commission, Report, vol. xix (1902), p. 617.

For discussions of the same subject with special reference to railroads

and other public utilities, see F. A. Cleveland and F. W. Powell, Rail-

road Finanre (New York, 1912). pp. 324-39; Emory R. Johnson and

T. W. Van Metre, Principles of Railroad Transportation (New York,

1916), pp. 121-24; W. Z. Ripley, Trusts, Pools and Corporations

(Boston, 1909), ch. vii; U. S. Industrial Commission, Report, vol. xix

(1902), pp. 408-12. Among the various decisions of pubHc service com-

missions on security issues, two are especially noteworthy for their

discussions of the question of a proper basis of capitalization : Petition

of Interstate Consolidated Street Railway Co., 27 Ann. Rep. Mass. R. C.

165 (1895); and Re Westchester Street Railroad Co., 3 P. S. C. R.

(2d Dist. N. Y.) 286 (1912).

* Ralph E. Heilman, " The Development by Commissions of the Prin-

ciples of Pubhc Utility Capitalization," Journal of Political Economy,

vol. xxiii (1915), p. 888.
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Within recent years, however, a new proposal has been

made, which is opposed to the orthodox principle of equality

between capitalization and assets. Recognizing the dif-

ficulties of making par values correspond to actual values,

the new plan would abolish par values altogether and thus

do away with the possibility of deception which is the chief

evil of stock watering. Already the use of stock without

par value has been made legal by amendments to the corpora-

tion laws of several states and has come into high fashion

among industrial corporations. Its possible extension to

the interstate railways is certainly worth serious considera-

tion and deserves more attention that it has yet received.

In the following chapter we shall discuss the merits of this

new plan as applied to the railways. But before doing so,

we must consider the orthodox principle that capitalization

should correspond to assets, and we must note the practical

difficulties and objections that have led many authorities to

favor the abandonment of that principle.

Assuming, then, that there should be an equality between

par values and actual assets, the first question to be answered

is, On what basis should the assets be valued for the par-

ticular purpose at hand? Should the standard be original

cost, or reproduction cost, or market value, or some still

different measure? This question has given rise to so

much controversy that we shall have to discuss it in consider-

able detail.

At the outset of this inquiry, it is highly important to

bear in mind that the problem of a proper basis of capitaliza-

tion is by no means identical with the more familiar pro-

blem of a proper basis of valuation for rate making. To
be sure, there is much to be said for the use of the same stan-

dard with reference to securities and to rates. But there

is also much to be said for different standards. To choose

but one example of a possible difference: Market value can-
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not logically be used as a test of the " fair value " of public

service property for rate-making purposes, since the market

value itself depends on the rates that may be charged. On
the other hand, it can be used with logical consistency as a

basis of security issues, since the circular relation no^ longer

applies to the case. Of course, the determination of a

basis of capitalization may depend very largely on the deter-

mination of a standard of value for rate making. But in

a discussion of the former topic, the latter problem should

be assumed to be settled instead of being discussed. Em-
phasis is here laid on the necessity of keeping these two prob-

lems distinct, since failure to observe this distinction has

led to much confusion in recent discussions of the subject of

capitalization.

Most writers on corporation finance have mentioned three

possible bases of capitalization : original cost, reproduction

cost, and earning capacity. In an elementary study this

threefold classification may be acceptable; but for a more

thoroughgoing analysis it is quite inadequate. Revision as

well as enlargement is necessary. The list that follows is

by no means theoretically complete, but it includes at least

the more significant standards that have been considered by

public service commissions: (i) rate-^ntaking value; (2)

original investment; (3) actual cost {including surplus from
reinvested earnings); (4) market value; (5) earning

capacity.

The reader will note the omission of reproduction cost

and the substitution for it of rate-making value. The purpose

of this change is to indicate that no one would propose to

base capitalization on the cost of reproduction unless that

cost were also to be used in fixing the value for rate making.

In the latter event, one might apply the same standard to

security issues, not on its own merits, but simply because it

corresponds to the rate-making value. Is it not better, there-
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fore, to drop reproduction cost from the list of possible bases

and to- insert in its place rate-muking value? We may then

consider under this heading the advantages of keeping the

basis of capitalization identical with the basis of valuation

for rate making, however the latter may be determined;

while under the other headings we may discuss the reasons

for some independent test of capitalization.

Let us now consider in turn, the five possible bases men-

tioned above, first noting the opinions of various public

service commissions and then summarizing the arguments

for and against each basis.

(i) Raie-fitaking Value

At first glance, it would seem fairly obvious that the par

value oi outstanding securities should correspond to the

value of the property for rate-making purposes. Such a

conformity would serve to inform investors as to the return

which they might be permitted to earn. Yet nearly all

public service com-missions have seen fit to make a distinc-

tion between a fair value for rates and a standard for security

issues.

To this general statement, however, some exceptions must

be noted. The example of Maryland is a case in point.

Se\'eral years ago, the Public Service Commission of that

state made a report to the legislature, in which it complained

that it was not permitted, under the law as it then stood, to

authorize the issuance of stock dividends. To' this restric-

tion the commission objected on the groimd that stock divid-

ends are a necessary means of adjusting capitalization to

vaine for rate making. The report said:

But in a case where the books have been accurately kept, no
disadvantage could accrue to the public by permitting the

capitalization of earnings expended in plant extensions for

a period of, say, five years before the application. So far as
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rate making is concerned, it is based, under the rulings of the

courts, upon the value of the property, and the more nearly

the value of the property and the par value of the outstanding

securities agree, the less likelihood there is of misunderstand-

ing upon the part of the public, and the less difficulty the

commission will have in administering the law justly and to the

best advantage of all concerned.^

Apparently this report of the commission was heeded by

the legislature, for in 1918 tlue public service law was

amended so as to permit corporations under its jurisdiction

to issue securities

when necessary or desirable, in the discretion of the com-

mission, to cause the aggregate capitalization to conform to

the fair value of the property of such corporations as estab-

lished by the commission pursuant to the provision of section

30 of this Act.2

" Fair value " in the above statute means value for rate-

making purposes. The law does not state how it is to be

measured, but the commission has used a composite of

factors without accepting any one basis as alone controlling.*

The New York Public Service Commission for the First

Disitrict, while not accepting consistently any one basis of

capitalization, has several times indicated that the same

standard should be used for securities as for rate-making

value. In the decision on the Second Reorganization Plan

of the Third Avenue Railway Company, rejecting the plea

that securities should be approved to an amoimt equal to>

I4 Ann. Rep. Md. P. S. C. 21 (1913), P. U. R. 1917 D 857-

'L. 1918, ch. 408, sec. 27.

' See, for example, the rate case, Re Chesapeake & Potomac Telephone

Co., P. U. R. igi6 C 925. In at least one case the commission has

already authorized a security issue under the provision of the amend-

ment of 1918 {Re Chesapeake & Potomac Telephone Co., 9 Ann. Rep.

Md P. S. C. 286 [1918], abstracted in P. U. R. 1919 A 1026).
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the original investment, Commissioner Maltbie delivered

the following opinion

:

The mere fact of investment does not establish a perpetual

value not only because a mistake in judgment may be made,

but also because property may be allowed to deteriorate, be-

cause progress in the arts may make it obsolete, and because

a change in economic conditions may decrease the use made

of it by the public. . . . The commission believes the proposi-

tion to be sound that capitalization should have a direct re-

lation to value.

^

By " value " the commissioner appears here to mean replace-

ment cost depreciated. It is clear that the decision is apply-

ing to capitalization the same tests that would be applied

in finding the " fair value " in a rate case. To be sure, the

commission has more recently expressed a preference for

actual cost rather than replacement cost as a basis for se-

curity issues, whenever that cost can be ascertained.' But

this preference does not indicate a distinction between the

basis of capitalization and that of rate-making value, since

the commission, in its more recent decisions, has been inclined

to accept actual cost for the latter purpose as well as for

the former.^

The California Railroad Commission, cn\ at least one oc-

casion, has accepted by implication the view that rate-making;

value, based on replacement cost depreciated, should also be

'2 P. S. C. R. (I St Dist. N. Y.) 390 (1910).

^Re Bronx Gas & Elec. Co., 6 P. S. C. R. (ist Dist. N. Y.) 243 (1915).

In approving the issuance of securities to purchase new property the

commission has always used actual cost as the test; see the list of

precedents cited in Manhattan & Queens Traction Corporation, 5 P. S.

C. R. (ist Dist. N. Y.) 71 (1914).

'See, for example, Re N. Y. & North Shore Traction Co., P. U. R.

1918 A 893; also, Maires v. Flatbush Gas Co., N. Y. State Dept. Repts.,

vol. XV (1918), p. 171.
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the standard of capitalization. In an application of the

Pacific Gas and Electric Company for permission to issue a

stock dividend, the commission denied the petition on the

ground that the dividend \\ould create a disparity between

the total amount of securities outstanding and the replace-

ment cost depreciated/

But the opinions cited above are exceptional. The more

general practice is to use different tests for security issues

and for rate-making value. The prevailing tendency is to

authorize security issues on the basis of original investment

or actual cost, while using cost of reproduction at least as

one of the important factors in fixing the *' fair value" on

which to base rates. In the following section we shall dis-

cuss the reasons for this policy.

Other distinctions have also been made. In a recent reor-

ganization case, the Missouri Public Service Commission

gave two possible reasons for differentiation. The opinion

reads as follows

:

The determination of fair value for the purpose of limiting

the securities to be issued on reorganization of a railroad com-

pany is a different question from determining present value

in a rate case, in at least one respect, that the " earning power

at reasonable rates " is to be taken into consideration in the

former. There may also be property not used and useful for

railroad purposes which might properly be included in de-

termination of value of property in a reorganization, and

excluded in a valuation for rate making.-

The first distinction in the above-quoted opinion, by

which earning power is considered in capitalization cases

though not in rate cases, has also been maintained by the

New York Commission for the Second District and by other

• P. U. R. 1916 D 276.

*Re St. L. & S. F. R. R. Co., 3 Mo. P. S. C. 664, 689, P. U. R. 1916

F 77. See also Re Dunham, P. U. R. 1916 E 544.
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rate-making bodies ; to these cases reference will be made

in the section on the market-value basis.

The second distinction, according to which certain pro-

perty may be included in the value for capitalization but not

in the value for rates, is due to the fact that railroads en-

gage to a greater or less extent in outside business.

Non-railroad property may not be included in valuation

for rate making, but if it is recognized as a legitimate under-

taking for a railroad, it may be considered in the capitaliza-

tion allowance.^

Still another divergence between rate-value and capitaliza-

tion-value was indicated by the New York Court of Appeals,

in a review of a rate decision by the Public Service Commis-

sion for the First District." The case involved the treat-

ment of " going-value " in the Wisconsin sense of the ac-

crued deficit from early operation. The commission, in op-

posing the allowance of this item in rate-value, argued that

such deficits are not properly subjects of capitalization. To
this contention the court replied as follows

:

It may be, as is urged, that a well-conducted enterprise will

charge the cost of developing the business to operating ex-

penses and that it would open the door to an overissue of se-

curities to permit the capitalization of early losses. In answer,

it is sufficient to say that we are dealing, not with proper

methods of bookkeeping, not with the proper capitalization

upon which to issue securities, but solely with the fair return

which the company is entitled to receive from the public.

Treating a reasonably necessary and proper outlay in build-

ing up a business as an investment for the purpose of deter-

mining the fair rate of return to be charged is far from hold-

iQn this point see D. & H. Co., i P. S. C. R. (2nd Dist. N. Y.) 392

(1908). decision reversed in People ex rel. the D. & H. Co. v. Stevens,

197 N. Y. I.

* Kings County Lighting Co. v. Willcox, 210 N. Y. 479 (1914)-
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ing that it should be treated as capital against which securities

might be issued/

Accrued deficits, according to this decision, may properly

be added to rate value, but perhaps not properly added to

capitalization. The court did not state the grounds on

which it made this distinction, but one may surmise that it

had in mind the prudence of valuing and capitalizing

corporate assets at a minimum.

Summing up these various opinions of courts and commis-

sions, one finds sanction for each of the following distinc-

tions between the basis of capitalization and the basis of rate-

making value: (i) the use of original investment or actual

cost in the former case and replacement cost in the latter;

(2) the acceptance of earning capacity as a factor in the one

case but not in the other; (3) the addition of the value of

non-public-service property for securities but not for rates

;

(4) the allowance of accrued deficits from early operation as

an item in rate-making value but the rejection of this item in

fixing the proper capitalization. Doubtless other distinc-

tions have been made which have not come to the writer's

attention.^

What, now, is to be said for the use of the same standard

of value in security cases as in rate cases, and why have

commissions so generally adopted different bases? The

chief reason for accepting the same basis has already been

suggested : It is that the par value of securities is ac-

^Ibid.y pp. 488-9.

'The tendency of nearly all commissions is to be much more liberal in

fixing the limit for security issues than in setting a value for rate making.

For example, most commissions have on occasion permitted the capi-

talization of replacements, and some of them have authorized the issu-

ance of securities below par. But action of this sort has been a con-

cession to the necessities of the case, taken by commissions with the

full recognition of the fact that it violates the accepted principles of

sound capitalization. On this point, see pp. 93-95, infra.
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cepted by the umvary as an indication of the actual value,

and therefore that any excess of capitalization over value

for rate making might deceive investors as to the return

that they would be permitted to earru Of course, such a

danger would not be present if the amount of securities were

less than the valuation for rate making; and precisely that

situation might be expected in most cases at the present time,

where securities are based on original cost, while rates are

based on cost of replacement. But original cost is not in

all cases less than replacement cost; and in the future, un-

der a period of falling prices, the tendency may be quite the

reverse.

In spite of this cogent reason in favor of the same

standard for securities as for rates, the argument against it

is even stronger, as long as rates are to be based on cost

of replacement. One objection alone would be conclusive

against basing securities on the latter standard ; namely, the

practical difficulty of reducing outstanding capitalization in

order to make it correspond to a fall in the value of the

property. Once the securities are issued,, they cannot be

recalled except at great inconvenience to the holders.

Moreover, legal difficulties might prevent a scaling-down.

On that account, it is essential that the basis for security

issues be stable, not subject to fluctuations with changing

physical valuations of the property.

But even if the practical objections to the use of replacement

cost could be overcome, the wisdomi of applying that stand-

ard to security issues would be very doubtful. On many
accounts it is important that the par value of the securities

should represent the actual investment, even though some
other test of " fair value " for rate making be accepted.

This point is discussed in the following section.
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(2) Original Investment

According to this basis, every dollar in par value of stocks

and bonds must represent a dollar contributed to the en-

terprise by the invesitors. No securities may be issued to

cover unearned increment, and none may be issued against

surplus from reinvested earnings.

On the v^hole, one miay say that those commissions v^hich

do not permit the use of stock dividends accept original

investment as the proper basis of capitalization; for ob-

viously, if some other standard, such as replacement cosl

or market value, were adopted, it would be necessary to

authorize stock dividends whenever the valuation should

exceed the amount of outstanding securities/ In Massa-

chusetts, New Hampshire, South Carolina, and the District

of Columbia, stock dividends are illegal,^ while in other

states their use is mmch restricted by commiission rulings.

For many years the policy of Massachusetts has been to

limit stock and bond issues of public utilities tO' the original

investment." Every application by companies for permis-

sion to capitalize their surplus has been denied by the regu-

lating commissions. This drastic restriction of security

issues is in large measure the outcome O'f principles of rate

regulation that have been accepted in Massachusetts—at least

in the case of gas and electric comipanies. The Board of

^This statement is subject to qualification. For instance, in reorgan-

ization cases and in consolidation cases the new capitalization may be

made to correspond to replacement cost or to any other basis with-

out resort to the use of a stock dividend in the technical sense of the

term. The practice of commissions in reorganization cases is noted

below, pp. 88-89.

'Mary L. Barron, "State Regulation of the Securities of Railroads

and PubHc Service Companies," Annals of the American Academy of

Political and Social Science, vol. Ixxvi (1918), p. 181.

*This policy, however, is not in every respect consistently followed;

exceptions are noted at a later point in this chapter, pp. 89-go.
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Gas and Electric Light Commissioners of that state has

always denied the right of utilities tO' earn 011 their surplus

such high rates of profit as are allowed on the capital con-

tributed by the investors. Quite naturally, therefore, it

has refused to permit the issuance of securities against sur-

plus; for such permiission would appear tO' concede the right

of stockholders to earn the normal rate of return on the

entire property.^

In the matter of security issues, New Hamipshire has fol-

lowed the Massachusetts precedent by forbidding stock

dividends.^ But unlike Massachusetts, the New Hamp-
shire Public Service Commission has not accepted original

investment as the controlling basis in a rate case.^ Here,

then, is another illustration of the tendency of commissions

^Cases illustrating the position of the Massachusetts Board of Gas

and Electric Light Commissioners in the matter of surplus are

:

(a) With respect to rate making, Springfield Gas Co., 9 Ann. Rep.

6 (1893) ; East Boston Gas Co., ibid., p. 9; Worcester Gas Lt. Co., 10

Ann. Rep. 31 (1894); Haverhill Gas Co., 16 Ann. Rep. 9 (1900);

Haverhill Gas Co., 28 Ann. Rep. 41 (1912). Cf. also an article by

Morris Schaff. Chairman of the Mass. Board of Gas and Electric

Light Commissioners, on "Capitalization of Earnings of PubHc Service

Companies," Annals Anter. Acad. Pol. & Soc. Science, vol. liii (May,

1914), pp. 178-181.

(b) With respect to security issues, Edison Elec. Ilium. Co. of Fall

River, 11 Ann. Rep. 20 (1895); Maiden & Melrose Gas Lt. Co., ibid.,

p. 29; Haverhill Gas Securities Co., 15 Ann. Rep. 6 (1899) and 16 Ann.

Rep. II (1900) ; Haverhill Gas Co., 27 Ann. Rep. 79 (1911) ; Fall River

Gas Works Co., 28 Ann. Rep. 98, reversed by court in 214 Mass. 529.

' See, for example, Grafton County Elec. Lt. & P. Co., 5 N. H. P.

S. C. R. 160. In this case, the commission went so far as to refuse to

permit a merger on the ground that it would result in an increase of

capitalization and would therefore violate the spirit of the law for-

bidding stock dividends. This decision, however, was overruled by the

court (Grafton County Elec. Lt. & P. Co. v. State, T] N. H. 539, 94 Atl.

193, P. U. R. 191 5 C (1064).

'In rate cases this commission has refused to accept exclusively any

one basis of valuation, but has assumed to consider all relevant factors.

See the Index-Digests in vols, iv and vi of its Reports.
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to distmguish between the " fair value " for rate making and

the basis of capitalization.

Let us now consider the mlerits of original investment

as the standard in security cases. Of course, its advantages

would be clear enough if rate-making value were to be

determined by the same method. But, with the important

exception of Massachusetts, public service commissions have

followed the rulings of courts in refusing to accept that

basis in rate cases. On what grounds, then, may it be used

as the basis of capitalization?

To this question the answer is two-fold. In the first

place, the original investment basis has the practical merit of

being stable, whereas most other bases are fluctuating. We
have already noted this point as a fatal objection to the use

of replacement cost. In the second place, there is a decided

advantage in making the par value of the securities stand as

a public record of the actual contribution of investors.

Even though this contribution may not be used at the pre-

sent time as the criterion of " fair value " in rate regulation,

it should nevertheless be given all possible publicity.

Finality in the principles of valuation has been by no means

attained ; and it is quite possible that publicity of the actual

investment, if it should reveal excessive rates of profit,

might lead to a radical revision of the present methods of

valuation. But even assuming reproduction cost to be the

permanent method of valuation in rate cases, it is highly

important that investors should know the actual rates of

profit on the original investment. Those who support the

use of replacement cost as the basis of valuation say that

the possibilty of gain through unearned increment in the

values of land and other fixed capital will serve as an induce-

ment to investors in lieu of a higher rate of return on the

original corutribution. But this view presupposes not

merely the possibility of unearned increment but also the
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recognition of that possibility by investors. The best wiy

to advertise the opportunity for future profits is to make

known the actual gains in the past; and for that purpose

a capitalization restricted to the original investment would

be most effective.

(j) Actual Cost

This standard resembles the previous one in using original

rather than present cost but differs from it in taking the

cost of the entire property—^not merely that part of the

cost that was defrayed from the proceeds of security issues.

In a word, the difference is this: that actual cost equals

original investment plus surplus fromi reinvested earnings.

Of the many disputable points of rate regulation, few

have given the courts and commissions more concern than

the treatment of corporate surplus in fixing a " fair value."

Is a public service company entitled tO' a return on the

earnings that have been reinvested in the property, or should

it be restricted to a fair return on the original contribu-

tion? To this question commissions have given different

answers, although courts have almost invariably held that a

return may be earned on surplus. We are not here con-

cerned, however, with the merits of this controversy. That

is a problem in rate making and not a question of capitaliza-

tion. For us the problem: is simply this: Assuming that a

company is entitled to a return on surplus from reinvested

earnings, should it also be permitted to capitalize this sur-

plus by issuing certificates against it ?

As we have already noted, public service commissions

have to face this problem in connection with applications

for permission to issue stock dividends. Such issues are

justified by applicants on the ground that they represent

actual capital secured by the reinvestment of earnings which

might have been distributed among stockholders in the form
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of a cash dividend. On this point the laws and practices

of the different states vary. We have already observed

that Massachusetts and New Harmpshire strictly forbid

stock dividends. On the other hand, the commissions of

New Jersey/ Vermont,^ Michigan,' Ohio." Illinois,^ Indiana *

and California ^ have authorized companies to issue stock

dividends in order to capitalize a bona-fide surplus fromi

reinvested earnings. Where this practice has been permit-

ted, the actual cost basis of capitalization is generally the

accepted principle.*

Even some commissions that do' not directly permit the use

of stock dividends have allowed the same end tO' be attained

by indirect means. In this matter the precedent has been set

by New York. Up to 1910, the law of that state provided

that a public service corporation might issue securities only

for one of the following purposes: (i) the acquisition of

property; (2) the construction, completion, extension or im-

provement of its facilities; (3) the improvement or main-

tenance of its service; and (4) the discharge or lawful re-

^ P. U. R. 1917 E 720, 1918 B 240 and 1046. See also a statement by

the New Jersey commission of general principles governing its action

in security cases, 3 Ann. Rep. N. J. P. U. C. 161 (1Q12).

''P. U. R. 1916 C 606, 607.

»P. U. R. 1915 A 205.

*P. U. R. 191S A 540.

*P. U. R. 1915 C 324, 1916 D 276.

'It would not be correct, however, to say that all commissions which

permit stock dividends accept the actual cost basis of capitalization. For

example, the Maryland Public Service Commission is authorized by law

to permit stock dividends when necessary to make the total capitaliza-

tion equal " fair value," i. e., rate-making value. The California com-

mission on one occasion refused to permit the issuance of a stock

dividend on the ground that capitalization would thereby be raised

above the rate-making value. Both of these cases have been noted

above, under the heading. Rate-making Value. But these are excep-

tional cases.
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funding. of its obligations.^ These four conditions, which

were copied almost verbatimi by other states," did not seem

to authorize security issues for the purpose of capitalizing

reinvested earnings—at least, so' it was held by the New
York Commission for the Second District." But in 1910

the law was amended and a fifth clause added, which pro-

vides that securities may be issued " for the reimbursement

of moneys actually expended from income or from any

other moneys in the treasury of the corporation . . . within

five years next prior to the filing of an application with the

proper commission/'* This new clause, which was soon

copied by other states,^ entitles a company that has rein-

vested earnings in its property to capitalize the resulting

surplus by issuing new securities. Whether or not the

amendment directly permits stock dividends is a point on

which commissions have differed. The California Rail-

road Commission seems to have answered in the affirmative.*

On the other hand, the New York Public Service Commis-

'L. 1907, ch. 429, sees. 55 and 69.

* Several states still retain these four conditions without the amend-

ment presently to be noted. According to my latest information,

these states are Georgia, Kansas, Massachusetts, Michigan, Nebraska,

and New Hampshire.

^Re Erie R. R. Co., i P. S. €. R. (N. Y. 2nd Dist.) 115 (1908);

Re Babylon Elec. Lt. Co., ibid., p. 132. On the other hand, the Georgia

Railroad Commission, acting on the advice of counsel, held that it was

empowered to permit stock dividends under a law similar to that of

New York (38 Ann. Rep. Ga. R. C. 31, 93 [1910]). Perhaps, how-

ever, the Georgia commission may have based its decision on a clause

in the statute, not present in the New York law, stating as a fifth

condition that securities may be issued " for lawful corporate purposes

falling within the spirit of this provision."

*L. 1910, ch. 480, sees. 55 and 69.

^Arizona, California. Illinois, Indiana, Maine, Missouri, Ohio, Wis-

consin (Barron, op. cit., p. 179).

«P. U. R. 1915 C 324, 1916 D 276.
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sioii for the Seccwid District does not interpret the amend-

ment of 1 910 as sanctioning stock dividends. It holds

that, under the fifth clause, securities may be issued only

for cash, and that this cash must be used to " reimburse the

treasury " for funds that it has already paid out on capital

account/ But whichever way the law is interpreted, the

practical result may be the same. For a company, under

the New York ruling, may simply issue stock for cash, and

may immediately afterwards pay out that cash in dividends.

As the New York commission seems to have recognized,"

the outcome in this case would be precisely the same as if

the company had issued a stock dividend.^

At the present time, actual cost is by far the most w'idely

accepted basis of capitalization among state commissions.

^Re Central Hudson Gas & Elec. Co.. 3 P- S. C. R. (2nd Dist. N. Y.)

386 (1912).

*Ibid.

^To the above statement, which the writer pubHshed in substantially

the same form in a recent article {Pol. Sci. Quart., vol. xxxv [1920],

p. 43), exception is taken by Mr. Ledyard P. Hale, Counsel for the

New York Public Service Commission, Second District. In a per-

sonal letter Mr. Hale writes: " There is a substantial difference between

a stock dividend and the temporary use for capitalization expenditures

of a surplus which might be paid out in dividends when so used but

which in fact is not paid out then but later. As administered by the

commission, the Amendment of 1910 simply puts ordinary small ex-

penditures for capital purposes within the business judgment and dis-

cretion of directors and avoids applying to the commission every

time such a small matter is contemplated."

The present writer is quite ready to accept Mr. Hale's statement

that, in actual experience, the law has not yet been used as a meansif

of capitalizing large surpluses and to concede that therefore the' law"has

not yet proved to be a means of evading the prohil)iti(?n of stock

dividends. But the possibility of evasion remain*' Is it not probable

that the failure olF companies hitherto to capitalize anything more than
" ordinary small expenditures " has been due to their failure to earn

any large surpluses during recent years? And will not the situation

be different in the future in the event of a return of prosperity to

the public service industries?
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What accounts for its general acceptance? Compared to

rate-making value—as that value is usually determined— it

has the marked advantage of being stable. But, as we have

already observed, this merit is also' possessed by the original

investment basis. Why, then, should actual cost be pre-

ferred to the latter standard ? In other words, why should

surplus be capitalized? To this question an obvious reply

would be that, since surplus, under the rulings of the courts,

must be counted as part of the property on which investors

may claim a return, there is noi need to distinguish it fromi

any other part of the investment by leaving it uncapitalized.

But that statennent may be seriously questioned. At least

two reasons may be given for making the distinction between

surplus and original capital. In the first place, it is sound

financial policy tO' maintain a surplus as a reserve to equalize

dividends over good and bad years and to meet emergency

demands.^ In the second place, it is important to keep a

record of the amount of capital contributed by investors as

distinct from, the amount contributed in earnings by the

rate-paying public. What the public wants to know, and

what the investors need to know, is the exact relation be-

tween the net earnings of a public utility and the contribu-

tion of the security holders. This relation can be most

clearly seen if the outstanding securities represent, dollar

for dollar, the original investment. We have already dis-

cussed this point in the previous section.

In view ol these serious objections to the capitalization

'However, it would not always be necessary to devote the entire sur-

plus to that purpose; a sufficient part might be set aside as a reserve,

and the remainder capitalized. Indeed, this compromise measure has

been approved by^the New Jersey Board of Public Utility Commis-

sioners in a recent security case, in which it allowed a company to issue

stock dividends, but required it to leave uncapitalized fifteen per cent

of the cost of the property (Toms River Elec. Co., 5 Ann. Rep. N. J. P.

U. C. 682 [1918]).
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of surplus, why do most states permit the practice? Prob-

ably this liberality is due not so much to theoretical prin-

ciples as to practical considerations of finance. Many public

utilities would be unwilling to reinvest earnings in improve-

ments if they were not given the opportunity to capitalize

that reinvestment by issuing stock dividends. Therefore

in order to induce companies to make improvements out of

earnings, commissions have adopted the liberal policy with

resi^ect to securities. Whether or not the advantages to be

secured by this concession outweigh the disadvantages of

concealing the original investment—and hence, the actual

rate of profits—is a question which the writer does not at-

tempt to answer. But he would call attention to the fact

that the Railroad Securities Commission, in its now famous

report to the President, expressed the view that all stock and

scrip dividends should be prohibited. " It is far better," said

the report, " to let the increased value be shown by a higher

rate of dividend on the existing shares of stock, instead oi

by an addition to their nominal amount." ^

(4) and (5) Market Value and Earning Capacity

According to the market value basis, securities should be

issued in such amounts as to make the total par values ap-

proximately equal to the market values. All stocks and all

bonds must be worth par, or else those which are quoted be-

low par must be offset by those which are quoted at a pre-

miium.

Writers on corporation finance have often failed to distin-

guish between the market-value basis and a kindred but by

no means identical basis, usually termed " earning capacity
"

or " earning power." As the term is currently used, it

means simply the expected net earnings capitalized at some

hypothetical rate of interest—say four or five per cent. The

^Report of the Railroad Securities Commission, p. 27.
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figure arrived at by this mathemiatical process is supposed to

indicate the proper limit of security issues. Obviously, a

capitalization arrived at in this manner may have so'me rela-

ton to the market values of the securities, for these values

depend to a very large extent upon the net earnings. But,

although the twoi bases are related, they may differ widely

in amount. Everything depends on the rates of capitaliza-

tion. If " earning power " happens to be computed at

the same rale at which the market capitalizes the earnings, it

will be identical with market value—otherwise not.

For the most part, commissions have sancticwied neither

market value nor earning capacity as the test of proper

capitalization. But to this rule there have been exceptions.

The public utilities statutes of New York and of Missouri

recognize " earning power at reasonable rates " as one of

the elements to be considered in determining the " fair struc-

tural value " for capitalization in reorganization cases.^

A more unqualified endorsement of the eaming-power theory

was given \v some early decisions of the New York Public

Service Commission for the Second District. In an opinion

on the application of the Westchester Street Railroad Com-

pany ^ for permission to issue capital stock, Chairman

Stevens discussed at length the proper basis of capitalization'.

After remarking that value, in the strict economic se5ise of

the word, nieans nothing but exchange value, he concluded

:

In cases where the sole attraction of a property which gives

it exchange value, or in other words creates a desire for its

ownership, is pecuniary gain, the measure of the desire and

hence of the ratio of exchange is clearly the amount of gain

which it is believed can be realized. The fundamental con-

sideration indicates that the net earnings rule of valuation,

* This point is discussed further on pp. 88-89, infra.

23 P. S. C R. (2nd Dist. N. Y.) 286 (1912); decision reversed,

158 App. Div. (N. Y.) 251, modified, 210 N. Y. 456, 211 N. Y. 533.
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when properly and carefully applied with due regard to all

the features of the individual case, is probably the one having

the surest support of basic principles.'^

in the case at hand, the company had fai4ed to earn even

operating expenses, but the commission allowed a capitaliza-

tion of about $400,000, perhaps as a generous estimate of

the earning possibilities for the future. That figure was be-

low the estimated replacement cost depreciated—$445,694;

so that, in this particular instance, earning power was the

conservative rather than the liberal basis. This ruling of

the New York commission, however, was not unanimous.

In an able dissenting opinion Commissioner Sague said

:

1 disagree with the theory as developed in this case, and

believe that too much stress is placed upon the element of earn-

ing power, and too little on the other items which determine

value . . . the duty of the commission is to approve of an

amount of capital which can be used in making up an honest

balance sheet which can be applied later, either by the com-

mission or the public, as a basis for determining whether a

corporation is giving its customers fair treatment . . . the

most important basis for capitalization would appear to be

the money which has been skilfully and economically invested

in the property.

-

A similar majority decision and a similar dissenting

opinion from Commissioner Sague were rendered on the

application of the Canadian American Power Corporation'*'

for permission to capitalize a profitable contract for the

purchase of electricity.

The Illinois Public Service Commission has also given

weight to earning power in certain security cases. In several

^rbid., 327.

^Ibid., 342.

»4 p. S. C. R. (2rcl Dist. N. Y.) 40 (1914)-
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instances the commission has permitted a company to pur-

chase property, and to capitalize that purchase, at an amount

in excess of the fair vakie for rate-making purposes.^ Thisi

distinction was justified, in one case, in the following words:

This commission, among others, has heretofore recognized

the difiference between the value of a utility when used as a

basis for fixing schedules of rates and when it is made the ob-

ject of purchase and sale between a willing buyer and seller.

The allowance of the higher value in the latter case may
easily be justified upon the grounds that a prospective purchaser

may be satisfied with a smaller return upon his money than

he may believe the commission would allow him in a possible

future rate-making inquiry . .
.^

Much the same position was taken by the New Hampshire

Supreme Court in overruling a decision of the New Hampr-

shire Public Service Commission, which had refused to al-

low a desired increase of securities upon consolidation.*

The decision turned partly on the question whether such an

increase violated the law forbidding stock dividends and

partly on the more general question of the propriety of the

proposed capitalization. On both points the commission

had decided against the company; but on both points this

decision was overruled by the court. According to the

court, the value of the property for the purpose of issuing

securities should be based on the answer to the question.

" What would a single individual, with abundant means,

desirous of engaging in the business, but perhaps cautious

in making investments, pay for such properties in the situa-

tion found upon the data of the capitalization?"* Here the

^Re 111. Termin. R. Co., P. U. R. 1917 B 494; cf. also 4 111. P. U.

C. 850. 855, 859 (1917).

*P. U. R. 1917 B 509-10

•'» Grafton County Elec L. & P. Co. v. State, 7S N. H. 330, 100 Atl.

668, P. U. R. 1917 E 345; cf. also P. U. R. 1915 C 1064.

*P. U. R. 1917 E 348.
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court apparently accepts "reasonable market value" as the

basis for security issues.

The principal argument usually advanced in support of

both the market-value and the earning-capacity bases of

capitalization rests on the appeal to so-called sound economic

theory. Capitalizaticfti, it is said, should represent the value

of the property. But value, in its strict economic sense,

means simply market value. Therefore the popular notion

that capitalization should be equal to cost,—^whether original

cost or replacement cost,—rests on an economiic fallacy. The
proper standard is either market value or earning power,

which is ithe basis of market value.

If the above appeal to " sound economics " could be ac-

cepted as having any claim whatever to validity, it would

apply only to the strict market-value basis of capitalization

and not to the eaming-power basis. For current economic

theory recognizes no capitalization of earnings at any other

rate than the actual market rate. The idea of finding value

by capitalizing net earnings at an assumed rate is quite foreign

to economic theory.

But irrespective of this point, the argument rests on an

invalid assumption ; it assumes that capitalization should

really be based on value, and that the only problem is to de-

termine what that value is. As a matter of fact, the very

opposite is more nearly true. Capitalization might better

represent almost any other significant fact than value. For

the value may be found simply by reference to current price

quotations. Why, then, attempt to indicate it in the par

values? The same remark is in point with respect to the

eaming-power basis. As Cole puts it.

What is the advantage of capitalizing on the basis of earn-

ing capacity? . . . The mere schoolboy, if you tell him the

earnings of a company, and the rate of interest, can tell you its

capitalized value. In other words, to register on the books



Sy] THE BASIS OF CAPITALIZATION 87

a capitalization based on earning capacity is not only to register

an unnecessary figure, but to bury the actual cost of the assets/

The real grounds, however, upon which the earning-power

basis is favored by most financiers are quite different from

the theoretical reasons stated above. Securities may be

made more marketable if the capitalization is in more or

less direct relation to the net earnings. A small issue of

stock, paying high rates of dividends, cannot be sold on

such favorable tenns as can a larger issue that pays the same

anwmit of dividends but at lower nominal rates. Investors

feel that a stock paying only four per cent is safer than a

stock paying eight of ten per cent, and therefore they will

pay more in proportion for the fornier.

The earnmg-power basis of capitalization allows financiers

to take advantage of this preference for low-dividend-pay-

ing stocks. By making a very liberal and optimistic esti-

mate of the future earnings and by capitalizing this estimate

at a high amount,—that is, at a low rate,—they are able to

raise market values above the prices that would prevail

under a more conservative capitalization.

But when the earning-capacity basis is interpreted and

justified in this way, it loses all pretense of representing the

value of the property. Capitalization, instead of corres-

ponding to the assets, is really determined at whatever

amount will give to the securities their highest market

values. The principle was aptly stated by Frederick Strauss

when he remarked that " capital seeks that form of expres-

sion in the way of stock and bond issues that has the greatest

market value." ^ Since this principle is at the root of all

those evils of stock watering that we desire to prevent, it

* William Morse Cole. Acrounts, Their Construction and Interpreta-

tion, rev. ed. (Boston, 1915), p. 208.

* Public Service Magazine, vol. xiv (1913). p. 99.
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will hardly be accepted in defense of earning power as the

proper basis of capitalization.

Conflicting Practices of Comniissions

Assuming the validity of the principle that nominal

capitalization should correspond to actual assets, which of

the five proposed bases of valuation should be chosen? In

principle, at least, the choice should rest with that basis

which will be most useful as a public record. Judged by

this test, 'market value, earning capacity, and perhaps even

rate-making value would have to be ruled out—market

value because it is easily noted from the stock quotations;

earning capacity because it can be computed by anyone who
knows the net earnings and the assumed rate of capitaliza-

tion; rate-making value because it is given so much pub-

licity in rate decisions that some different statistical fact

might better be represented in the nominal capitalization.

The choice, then, would seem to lie between original invest-

ment and actual cost, with the balance in favor of the former.

This, we say, would be the logical choice. But in prac-

tice, public service commissions have followed no such line

of reasoning. They have used first one basis, then another,

then a combination of several—depending on the circum-

stances of the particular case.

In reorganization cases, especially, one finds the greatest

lack of uniformity. For this indefiniteness the state laws

are largely responsible. Illinois, for instance, makes the

vague requirement that the capitalization of reorganized

companies must not exceed the " fair value." ^ Wisconsin

places the limit at the "true value." ^ Still more confus-

ing is the New York law,^ copied almost verbatim by Mis-

souri. It reads as follows

1 Stats. (1913-16), ch. ma, par. 8686 (37).

2 Stats. (1919), ch. 8s, sec. i7S3 (")
•Public Service Commissions Law, sees. 55a and 69a.
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Upon all such reorganizations the amount o£ capitalization

. . . shall be such as is authorized by the commission which,

in making its determination, shall not exceed the fair value

of the property involved, taking into consideration its original

cost of construction, duplication cost, present condition, earn-

ing power at reasonable rates and all other relevant matters

and any additional sum or sums as shall be actually paid in

cash, provided, however, that the commission may make due

allowance for discount of bonds.

This long enumeration of elements to be considered in

determining capitalization has the effect of preventing any

approach to a definite standard. By proper jugglery of the

various factors almost any capitalization may be justified

as conforming to " fair value." That such is the outcome

in practice is indicated by the recent decisions of the Mis-

souri Public Service Commission, which has been called upon

to approve two very important reorganizations under the

requirements of a statute similar tO' that of New York.^

One looks in vain in these decisions for any scientific basis

upon which the various amounts allowed were held to

indicate " fair value."

Another striking example of the conflict between different

principles of capitalization is to be found in the practice of

Massachusetts. The commissions of that state are on re-

cord as supporting the OTiginal-investment basis of capitaliza-

tion. According to the Public Service Commission, " the

general purpose of the so called ' anti-stock-watering laws
'

is to limdt capitalization tO' honest and reasonable invest-

ment, dollar for dollar."- At another time it said, "our

whole anti-stock-watering public utility code rests on the

^Re St. Louis & S. F. R. Co., December 22, 1915, P. U. R. 1916 F 49;

Re Dunham [reorganization of Kansas City street railways], December

28, 1915, P. U. R. 1916 E 544.

'Bay State Rate Case, 4 Mass. P. S. C. ZZ (1916).
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assumption that rates are tO' be mainly determined by figur-

ing a fair leturn on capital [i. e., capitalization] and that

therefore capital should accurately represent investment, no

less no more." ^ Yet, in two important respects this rule

is violated. In the first place, it is violated by the law that

the capitalization of reorganized street-railway companies

shall not exceed the " fair cost of replacement." " In the

second place, it is violated by the requirement that stock

must be sold at a price not materially below its market value,

even when that price is above par.^

Attention has already been called to the conflicting prac-

tices of the New York commissions. At least four out of

the five proposed bases of capitalization have been applied

by them at various times. Original investment seems to be

the standard implied in the law forbidding the issuance of

stock dividends. But the commissions, by allowing the in-

direct capitalization of surplus under the law permitting the

reimbursement of the treasury for capital expenditures, have

to that extent supported the actual cost basis. Earning

power was the test favored by Mr. Stevens of the Com-

mission for the Second District and applied in two or three

important decisions; but rate-making value has on several

occasions been favored by the Commission for the First

District.

This confusion of principles may or may not be justified.

Perhaps it can be shown that no one basis of capitalization

is applicable in all cases. But if that is true,—if it is really

out of the question to fix a single definite standard,—the whole

attempt to make capitalization correspond to assets is of

doubtful value. For the purpose of any such attempt is

simply to give full publicity to the amount of the assets.

^Middlesex & Boston Rate Case, 2 Mass. P. S. C. 99 (1914). P- m-
*R. L., ch. 112, pt. iii, sec. 145 (h).

3 On this point see p. 95, infra.
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If this purpose is to be attained, the basis for determining

the amount must be well known to those who may rely on

it. At present, the confusing variety of standards pre-

vents any such knowledge. Only by referring to the re-

ports of the public service commissions—and frequently not

even then—can one tell what the nominal capitalization

really means. But if anyone is willing to go to that trouble,

he will find little use in par values; iov he will be able to

analyze directly the property accounts of the company with-

out concerning himself about the nominal liabilities.

Practical Difficidties of Eciualmng Capitalisation and

Investment

Even if public service commissions were ready to ac-

cept a definite basis of valuation for capitalization purposes,

they would still face the almost impossible task of regulat-

ing securities on that basis. Indeed, one may say without

exaggeration that only in exceptional cases have commis-

sions been able to enforce an equality between capitalization

and assets, no matter by what standards the assets may be

measured. Two obstacles have prevented success : first, the

difficulty of scaling dowai capitalization already excessive;

second, the impossibility of marketing new securities always

at par.

The first difficulty is due to the tardiness of the states in

assuming control over public utility finance. Except in

Massachusetts, security regulation was instituted only after

years of almost unrestricted stock watering. The harm had

already been done; it could not soon be undone. Drastic

measures to enforce the reduction of excessive capitalization

have been considered unwise as being not only unfair to pres-

ent investors but also inexpedient because of the resulting

injury to public utility credit pending the readjustment.

Most public service commissions have therefore not insisted
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upon a scaling down of existing capitalization as a condition

of the issuance of new securities. They have attempted

simply to prevent further overissues in the future/

This rule of letting existing securities alone has not been

followed, however, in Massachusetts or in Texas. In both

of these states the policy has been to require that existing

capitalization shall not exceed the fair value of the prop-

erty. Massachusetts has been able, usually though not

always, ito enforce this rule, since overcapitalization had

never become very extensive there. Texas, on the other

hand, has been much less successful. In 1893 it passed a

law forbidding the issuance of bonds in excess of the

" reasonable value " of the railway property ; but it pro-

vided that, in exceptional cases, the face value of stocks and

bonds combined might exceed the physical value of the

property by not more than fifty per cent. Even with this

modification the law discouraged new investments in Texas

railways to such an extent that the legislature has been

subsequently obliged to make it much less rigid. An act

of 1901 provided that under certain conditions roads might

issue securities to build extensions without regard to the

capitalization of the existing property. Another act, in

1903, authorized the Railroad Commission to make similar

allowance in the construction of double track and all neces-

sary appurtenances. But even with these modifications, the

Texas statute is still sharply criticized by railway officials

as unduly restrictive.

Yet, with all the criticism that has been made of the

Texas policy of scaling down existing capitalization, the

law has not yet succeeded in making the outstanding securi-

ties correspond to the physical values. In 1916. according

to the Texas Railroad Commission, the average value per

1 See pp. 147-50, infra.
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mile of line on those roads that had been appraised was

$26,779, whereas the average amount of stocks and bonds

on that same mileage was $31,174, leaving an excess of

about 16 per cent over the assets.

From these experiences one is forced to conclude that the

process of squeezing the water out of the present capitaliza-

tion of railways will be a hopelessly slow one unless more

radical measures are adopted by the federal government

than have ever been attempted by our state governments.

The only feasible means of equating capitalization and

assets will be to require a complete reorganization of our

railroad corporations. On many accounts, this may be the

very best thing to do. It would fit in well with the plan

for consolidation of railways into a few great systems and

with the proposal to require federal incorporation of in-

terstate carriers. In the final chapter of this treatise, we

shall discuss the wisdom of some such plan. But whatever

one may think of the proposal, one must admit that no less

thoroughgoing measure—no more gradual scaling down of

outstanding securities—is likely to bring about a correspond-

ence between capitalization and assets during any period

of time for which it is worth while to plan.

While the first practical difficulty which public service

comm_issions have to face—the difficulty of scaling down
existing capitalization—might thus be met by wholesale reor-

ganization, not even this drastic device would solve the

second problem—that of keeping new security issues equal

to new investments. The difficulty is that stocks and bonds

cannot regularly be sold at par. They cannot be sold at

par for the reason that it is often necessary to issue securi-

ties of the same class, bearing the same rate of interest and

dividends, at different times and under different conditions

of the miarket. Even though the original issue were to be

sold at its full face value, subsequent issues might not be

saleable at half that price.
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Public service commissions have tried in various ways to

meet this difficulty. In some states, commdssions require

companies that are unable to sell their stock for par to

issue bonds or notes. Even the bonds, to be sure, may have

to be sold at a discount ; but the discount may be amortized

by charges against income. This recourse to bonds as a

means of avoiding the sale of stock below par cannot be too

strongly condemned. In the first place, so long as the bond

discount remains unamortized, the purpose of preventing

overcapitalization is not attained. In the second place,

the prevention of overcapitalization is not worth the cure

of overbonding. Most authorities agree that an excess of

total par values is less serious than an overweight of debt.^

Our public service laws, by stressing the former at the ex-

pense of the latter, are committing an error of the gravest

character.

In other states, the commissions have frankly violated

the orthodox principles of capitalization by permitting the

sale of stock below par." A few of the eastern states have

done this to a limited extent,^ but in several western states,

in California and Arizona, for example, the sale at a dis-

count is the rule rather than the exception.

1 See Report of Railroad Securities Commission, p. 25.

2 Heilman, op. cit., pp. 899-903; Barron, Annals, Amer. Acad. Pol.

& Soc. Science, vol. Ixxvi (March. 1918), pp. 185-7.

3 For example, Maine requires that companies newly organized must

sell their stocks at par, although old companies may be allowed to

issue them at a discount. (See i Me. P. U. C. 51 [1915] and Applic.

of Black Stream Elec. €0., P. U. R. 1915 C 361). New York forbids

by law the sale of stock below par; but the Public Service Com-
mission for the 2d District has at least on one occasion sanctioned

an evasion of this law by permitting the Erie Railroad to issue bonds

at 85 which were convertible into stock at the rate of $200 in stock for

every $100 in bonds {Re Erie R. R. Co., P. U. R. 1916 D 113). The
Wisconsin law prohibits the issuance of stock below par, but the

Secretary of the Wisconsin Commission, Mr. H. L. Geisse, recently

advocated a modification permitting sale at a discount {Electric Rail-

way Journal, vol. xlvii [1916], pp. 602-3).
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The fact that commissions have been obliged co'ustantly

to violate the accepted principle of equality between capitali-

zation and assets is convincing evidence that the principle

itself is unworkable. Indeed, so far as the writer can see,

there is only one feasible way by which public service com-

missions might prevent capitalization from exceeding the

investment; that is by keeping it ordinarily far below the

investment. If railroads were as a general rule under-

capitalized, they might never find it necessary to overstep

the limit of fair value.

Precisely this method of procedure has been adopted in

Massachusetts ; and it is by means of this expedient that Mas-

sachusetts, alone of all the states, is able to claim that the

capitalization of its public utilities (at least of its gas and

electric companies) does not exceed their reasonable cost.

For years this state has required public service corporations

to sell their stocks at heavy premiums, whenever the market

prices would jusitify those premiums. By this means, and

by the consistent refusal of the regulating commissions to

allow the capitalization of surplus, the market values of gas

and electric stocks have for the most part been kept so

high that the necessity of sale at a discount has been avoided.

This resort to undercapitalization as an alternative to

overcapitalization has much to be said in its favor. Some
persons, indeed, go so far as to hold that undercapitalization,

so far from being an evil, is a positive good. To err on

the safe side, they say, is an advantage. This view is very

similar to the position taken by some accountants, that an

undervaluation of assets for the property account should be

encouraged.^ But whatever one may think of the wisdom

of undercapitalization with respect to industrial companies,

^ This position, however, is not accepted by the best American au-

thorities ; see, for instance, H. R. Hatfield, Modern Accounting (New-

York, 1913), pp. 83-5.
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one must admit that the practice, as appHed to public service

companies, has serious objections. The first and minor

objection is that it would necessitate the sale of stock at

premiums—that is, at prices above par. Now the experience

of the stock market proves that investors are reluctant to

pay high premiums for stocks. They feel that the par

value indicates, to some extent, the normal value and that

therefore a higher price is excessive. As a result, stock

cannot be sold at a high premium unless the dividend rate

is sufficient to yield a higher return on the investmetlt than

would have been necessary if the stock were selling around

par. Of course, this higher yield is a tax on the rate-pay-

ing public.

Much more serious, however, is the second objection—

•

that undercapitalization causes the public to underestimate

the actual investment and therefore to exaggerate the rate

of profits. Needless to say, such a misapprehension would

be almost sure to do harm. It would probably lead to

government aqtion to reduce profits beloAV a reasonable re-

turn—a result not only unfair to investors but also disas-

trous to railway credit. One oif the most critical ques-

tions that will arise when the government establishes a really

effective control over the profits of public service corporations

is whether the public, when it knows the actual rate of pro-

fits in these enterprises, will be sufficiently liberal in its

judgment of what constitutes a reasonable rate of return.

There is danger that no adequate allowance will be made

for the risks of the business. Some writers, indeed, aware

of the popular tendency tO' begrudge more than a " savings-

bank " rate of interest, have gone so far as to defend, or at

least to condone, stock watering as a necessary safeguard

against this prejudice. Of course, such a defense will not

be accepted by anyone who really believes in democracy. The
public has the right to know the facts even though it may
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sometimes misuse those facts. But it also follows that the

public should "not be misled by an understatement of the

investment any more than by an overstatement.

Attempt to' Equalize Capitalization and Assets Unnecessary

The conclusion to which the above discussion has led

—

that the principle of correspondence between capitalization

and assets cannot be realized in practice—would be a gloomy

one were it not for the fact that it is as unnecessary as it

is impracticable. If the amount of the nssets is known and

given full publicity, what need is there of attempting to set

up an equivalent face value in bonds and stocks? The

balance sheets, if correctly kept, will show the actual invest-

ment. All that is required is that the property accounts be

kept on a strict cost basis.

The trouble in the past has been that accurate records

have not been kept. Companies have not only watered

their securities, but they have also concealed the presence

of that water by a corresponding overvaluation of the assets.

For this reason it has been quite impossible to find the actual

investment by consulting the balance sheets. But this dif-

ficulty need not prevail in the future, for commissions are

requiring, with increasing strictness, that property accounts

should show the actual costs.

Only one serious objection can be urged against this

proposal to disregard par values. So deeply set is the notion

that par values represent actual property, that people might

continue to attribute a significance to nominal capitalization

even after the true investment had been made public. This

danger, as we saw in the previous chapter, is a real one.

But there is one possible way to overcome it—namely, to

issue capital stock without par value. In the following

chapter, we shall discuss at length this much debated expedi-

ent.
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Summary

According to the generally accepted theory, nominal capital-

ization should correspond to the cost or to tlifi value of the

property. The standard for determining that cost or value

has been much in dispute. No less than five possible bases

have been given weight in the decisions of public service com-

missions. They are (i) rate-making value, (2) original

investment, (3) actual cost including surplus derived from

reinvested earnings, (4) market value, and (5) earning

power.

The two bases that have been most generally favored by

commissions are original investment and actual cost.

Usually, one of these two has been used even when some

other standard of value has been accepted for rate-making

purposes. But the practice of commdssions has been far

from' consistent; and no one basis has been adopted to the

exclusion of all others.

No matter what basis the commissions have accepted as

the test of proper capitalization, they have never been able

to apply it rigorously in actual practice. The history of

security regulation from its commencement in the nineties

down to the present time testifies without exception in any

state that the attempt to secure even an approximate balance

between par values and actual investment is foredoomed to

failure. It has resulted in the curbing of investment, as

in Texas; in dangerous recourse tO' bonds because of inability

to issue stock at par, as in New York: in the violation of

the principle by undercapitalization, as in Massachusetts;

or in the almost complete abandonment of the principle by

overcapitalization, as in California and in other western

states. Nowhere has it succeeded ; nowhere can a public

service commission point to the capitalization of companies

under its jurisdiction as an indication of the actual invest-

ment in the property.
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In view of these facts, the attempt to use nominal capital-

ization as a record of the investment should be frankly-

abandoned. In that case, either of two proposals might be

accepted : first, to allow the par values to remain bul to

recognize them merely as a convenient fiction; second, to

issue capital stock without par, thus removing nominal capi-

talization as a source of deception. Having noted a serious

objection to the first plan, we turn, in the following chapter,

to the alternative measure.
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CHAPTER IV

Shares of Stock Without Par Value ^

1 Favoring the Removal of Par Values : Proceedings of the New
York Bar Association, vol. xv (1892), p. 137 et seq., and vol. xxxii

(1909), pp. 270-82; Testimony of F. L. Stetson before the United States

Industrial Commission, Report, vol. i (1900), p. 976; Edward M. Shep-

ard, Annual Address before the Bar Association of New Hampshire,

Proceedings, vol. ii, Old Series (1906), pp. 273-97; E. M. Shepard,

"Corporate Capitalization and Public Morals," Address before the Illi-

nois Bar Association, Proceedings, 1907, pt. ii, pp. 29-60; Frederick

Dwight, " Par Value of Stock," Yale Law Journal, vol. xvi (1907), pp.

247-52 ; Chairman Frank W. Stevens, Decision In re N. Y. C. & H. R. R.

and R. & E. Rapid Ry. Co., i P. S. C. R. (2d Dist. N. Y.) 294, 315

(1908); Report of the Railroad Securities Commission (1911), pp.

25-26; R. S. Lovett, Statement before the Railroad Securities Commis-
sion, December 21, 1910 (New York, 1911?), pp. 16-18; R. S. Lovett.

Testimony before the " Newlands Committee" (Hearings before the

Joint Committee on Interstate and Foreign Commerce Pursuant to

Public J. Res. 25 . . . [Washington, 1916-18]), pp. 686, 707; Victor

Morawetz, " Shares Without Nominal or Par Value," Harvard Law
Review, vol. xxvi (1913), pp. 729-31; National Association of Railway

Commissioners, Proceedings, 1913, pp. 197-98, and 1916, p. 241 et seq. ;

Frank White. White on Corporations, 8th ed. (New York, 1915), pp.

^7-7Z\ Hastings Lyon, Corporation Finance (Boston, 1916), pt. i,

pp. 104-5.

Opposing the Removal: Arthur K. Kuhn, A Comparative Study of

the Law of Corporations (New York, 1912), p. 115; Wilham Z. Ripley,

Railroads: Finance and Organization (New York, 1915), pp. 91-4;

William Morse Cole, Accounts, Their Construction and Interpretation.

rev. ed. (Boston, 1915), p. 207; Milton B. Ignatius, The Financing of

Public Service Corporations (New York, 1918), pp. 78-83 (Doubts value

of the removal as applied to public utilities subject to financial control

by commission).

Descriptive : John Adams, Jr.,
" Stocks and their Features—a Division

and Qassification," Annals, Amer.Acad. Pol. and Soc. Science, vol. xxxv
(1910), pp. 526-7; Halford Erickson, Regulation of Public Utilities:

100 [100
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To those who accept the position, maintained in the pre-

vious chapter, that the attempt to secure equahty between

nominal capitaHzation and actual assets is neither feasible

nor necessary, it will probably appear desirable to take the

logical step of abandoning all pretense at such equality.

Already the means of securing this object has been sug-

gested, namely, the issuance of shares of stock without par

values. But since this proposed measure has been criticized

no less than favored, we shall devote a chapter to the dis-

cussion of its merits.

History of the Proposal ^

Credit for originating this device for meeting the evils

of watered stock is accorded to a committee of the New
York Bar Association, which in 1892 proposed an amend-
ment to the New York corporation laws by which private

corporations should be permitted to issue shares of com-
mon stock without nominal value." But the general prin-

ciple of recognizing shares simply as participation certifi-

Three Discussions (Madison, Wis., 191 1), pp. 61-2; Franklin Escher,
"Without Par Value," Harper's Weekly, vol. Ivi, May 11, 1912, p. 22;
Thomas Mulvey, Company Capitalization Control (Ottawa, Ont., 1913),

pp. xcvi-cv ; Thomas Mulvey, " Blue Sky Law," Canadian Law Times,
vol. xxxvi (1916), p. 43; Edward S. Mead, Corporation Finance, rev.

ed. (New York, 1915), PP- 45-6; Charles W. Gerstenberg, Materials of
Corporation Finance, 3d ed. (New York, 1915), pp. 43, 47; W. F. Moody,
Jr., "The Value of Par Value," Moody's Magazine, vol. xix (1916),

pp. 129-30; Albert W. Atwood, "New Devices of Finance," McClure's
Magazine, vol. xlvii, July, 1916, pp. 64-5 ; Robert J. Bennett, Corporation
Accounting (New York, 1917), pp. 89-91; Roy B. Kester, Accounting:
Theory and Practice, vol. ii (New York, 1918), pp. 9-10, 20; F. H.
Hurdman, " Capital Stock of No Par Value," Journal of Accountancy,
vol. xxviii (1919), PP- 246-57; Arthur S. Dewing, The Financial Policy

of Corporations (New York, 1920), pt. i, pp. 13-15.

* Cf. White on Corporations, 8th ed.. pp. 2>7^-7Z-

*New York Bar Association, Proceedings, vol. xv (January, 1892),

p. 137.
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cates was by no means new. The Bar Association com-

mittee referred to its use in German corporation finance,

while a later writer noted that its " general adoption in

practice . . . would bring us back to the joint-stock type

of the Sixteenth, Seventeenth and Eighteenth centuries."
^

A few years after this committee had made its original

report, one of its members, Mr. F. L. Stetson, repeated the

proposal in testifying before the United States Industrial

Commission." Again in 1909 the same committee, in a

report to the Bar ^Association, renewed its recommenda-

tions ^ and submitted a draft bill for consideration by the

New York Legislature.

In 1 91 2, just twenty years after the first favorable report

by the committee of the Bar Association, New York State

took the lead by adopting the measure as a part of its cor-

poration law. By this act business corpoiratioiis are per-

mitted to issue shares without par value, other than pre-

ferred shares with a preference as to principal.*

The example of New York was soon followed by other

states. According to a recent count, nine others have al-

ready amended their corporation laws to permit the issu-

ance of no-par shares: Maryland (1916), California

(1917), Delaware (1917), Maine (1917), Virginia (1918),

Illinois (1919), Pennsylvania (1919), New Hampshire

(1919), and Ohio (1919).^ It seemis entirely probable

I.Arthur K. Kuhn, A Comparative Study of the Law of Corporations,

p. IIS-

* Report, vol. i (1900), p. 976.

* Proceedings, vol. xxxii (Jan. 1909), PP 270-82.

*L. 1912, ch. 351, amended by L. 1917, ch. 500.

^ F. H. Hurdman, " Capital Stock of No Par Value," Journal of

Accountancy, vol. xxviii (1919), p. 255. Mr. Hurdnian's timely article

makes it unnecessary to present in this chapter an analysis of the pro-

visions of the different statutes.
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that within the next few years similar legislation will be

generally adopted throughout the United States.

Up to the present time, however, most of the states that

have provided for shares without par value have refused to

extend the privilege to certain important classes of corpora-

tions. New York has set the example here by excepting from

the provisions of the act not only banking companies but

also public service corporations.^ These latter companies

were excluded because they are under the special super-

vision of the public service commissions; their securities

can be issued only after being approved by the proper com-

mission. Security regulation, it was believed, would pre-

vent stock watering on the part of public utilities and

would therefore make unnecessary the resort to no-par

shares as a cure for overcapitalization. Whether or not

such a belief is justified is a question that we shall discuss

presently. But here we must note that the New York

precedent of requiring the retention of par values for

public utility securities has not been universally accepted.

Even before the passage of the New York act, Mr. Stevens

of the New York Public Service Commission for the

Second District raised the question whether the removal

of par values from public utility stocks would not be a

wise action." Two years later, in 1910, the Railroad

Securities Comimission gave its unqualified support to a

propasal to permit interstate railways to issue shares of

stock without par value.' Subsequently, members of the

^ But the provision excluding public utilities has been circumvented, to

some degree, by the holding company device. At least two public utility

holding companies have issued common stock without par value under

the New York law : the Interboro Consolidated Corporation and the

Western Power Corporation. (See p. 105, note 3, infra.)

*Re N. Y. C. & H. R. R. and R. & E. Rapid iRy. Co., i P. S. C. R.

(2nd Dist. N. Y.) 294, 315 (1908).

^Report, p. 25.
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Wisconsin Railroad Commission^ and of the Califoirnia

Railroad Commission " have endorsed the proposal as ap-

plied to all public utilities.

Influenced, no doubt, by these favorable opinions, several

states have permitted public service corporations as well as

business corporations to issue shares without par value. The

recent amendments to the corporation laws of Delaware,

Maryland, Pennsylvania, and Virginia, providing for the

issue of stock without par value, contain no clause exclud-

ing public utilities from the provisions of the acts. In the

cases of Delaware * and Maryland,^ however, there is some

^ Mr. Roemer, Chairman of the Wisconsin Railroad Commission, in an

address before the Southern Gas Convention, Mobile, Ala., April 23,

1914, cited by Fred L. Holmes, Regulation of Railroads and Public

Utilities in Wisconsin (New York, 1915), p. 240. On the other hand,

Commissioner Erickson of the same commission expressed himself as

undecided as to the wisdom of permitting no-par shares : Regulaticn of

Public Utilities: Three Discussions (Madison, Wis., 1911), pp. 61-2.

* Commissioner Edgerton in decision re Pacific Gas & Elec. Co., P. U.

R. 1915 C 325, and the late Commissioner Eshleman in address before

the National Association of Railway Commissioners, Proceedings of

Twenty Fifth Convention (1913), pp. 197-98.

*In Delaware there is a law (Rev. Code 1915, ch. 65, sec. 102) which

requires that railroad companies incorporated and operating in that

state must indicate in their Articles of Association the amount of

capital stock, " which shall not be less than five thousand dollars for

every mile of road proposed to be constructed." A similar provision

applies to electric railways, except that the amount is here two thousand

instead of five thousand. I am informed by the Secretary of State of

Delaware that his office regards this law as preventing the issuance of

stock of no par value by companies of the above-mentioned class. He
writes: "If you should have no capital stock [with a par value] of a

corporation incorporated under the provisions of section 102 of the

General Corporation Laws, there would be no way whereby this office

could know that the fourth paragraph of this section would be com-

plied with."

* In Maryland the right of railroad corporations to issue shares with-

out par value is made doubtful by a provision of the Maryland statutes

(Annotated Code, Article 23, sec. 264) stating that the capital stock of
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doubt whether railroad corporations may issue no-par

shares in view of the fact that the older statutes applying

specifically to that class of corporations may perhaps be

held to require the use of stock having a par value. The

law of California specifically provides that all public sei*vice

corporations may issue stock without par, but only with the

approval of the Railroad Commission. Illinois and New
Hampshire exclude railroads but do not exclude other

public utilities. Ohio and Maine follow the New York

precedent by excepting all public service corporations.

During the first few years after the passage of the New
York act of 1912, only a few corporations took advantage

of the privilege of issuing stock without nominal value.

There was a natural hesitation lest the new device might

not prove popular with the investing public. But experi-

ence soon proved such fears to be groundless; investors

have accepted no-par shares quite as readily as any others.

Judging from the newspaper prospectuses of recent

months, one may conclude that the use of common shares

without par value has now become the rule rather than the

exception for newly incorporated companies.^ Even sev-

eral of the large older corporations have exchanged their

former shares for the newer type." Only a few public ser-

vice companies, however, have as yet followed the example

of the industrials.^ This is doubtless to be explained by

a railroad corporation shall be divided into shares of fifty dollars each.

I am informed by Mr. James Piper of the Baltimore law firm of Piper,

Yellot, Hall & Carey that the courts have not yet rendered a decision

as to whether or not this clause applying to railways is superseded by
the subsequent act permitting corporations in general to issue no-par

shares.

^E. g., Cuba Cane Sugar Corp., Kennecott Copper Corp., Submarine
Boat Corp., Allied Packers, Inc., United Retail Stores Corp. (preferred

stock also without par), Atlantic Lobos Oil Co., Shaffer Oil & Re-
fining Co.

* E. g., B. F. Goodrich Co. and General Motors Corp.

*E. g., Penn Central Light & Power Co., incorporated in Pennsyl-
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the fact that it was not until the year 191 6 that any state

permitted such action on the part of utiHty corporations

and that, since then, the financing of pubHc service enter-

prises has been at a very low ebb.

Advmitages

The main object of the reform that we have been dis-

cussing is to remove the fictitious element in corporation

finance. The par value of a share of stock can have no

significance except in so far as it represents actual assets.

In the theory of the law, that is just what it is supposed to

represent; in practice, it represents nothing of the kind.

This divergence between theory and practice is due in part

to the lax corporation laws of several states; but it is also

due to another cause which cannot be removed ; namely, to

the impossibility of issuing stock always at par regardless

of the conditions of the market.

Since, therefore, par value cannot serve its intended pur-

pose of indicating the actual capital, it may better be re-

moved instead of being allowed to remain as a source of

vania (common and preference shares without par value). At least two

public utility holding companies, incorporated in New York, have issued

common shares without par value: the Western Power Corp. (of Cali-

fornia) and the Interboro Consolidated Corp., a company holding the

securities of the New York City railway companies (see p. 103, note

I, supra). A number of voluntary associations, organized under the

Massachusetts law to hold the securities of public utility companies,

have issued participation shares without par value : e. g., Boston &
Worcester Electric Companies, Boston Suburban Electric Companies,

and Central Massachusetts Light and Power Co. In the first two cases,

both the preferred and the common shares are without par value, while

in the last, the preferred shares retain the par value. The Chicago

Elevated Railways, a voluntary association organized under the laws

of Massachusetts, has issued preferred and common shares which are
" expressed as of a par value of $100," but which are carried on the

books at no valuation (see p. 119, note i, infra). The Chicago Rail-

ways Co., an Illinois corporation, has issued capital stock of the merely

nominal amount of $100,000; this stock is held in trust, and against it

are issued 265,100 "participation certificates" without par value.
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deceit to unwary investors. The removal may be expected

to have the wholesome effect of forcing the attention of

investors upon the value of the property behind their secur-

ities rather than on the nominal amount of those securities.

This result, if it can be achieved, will mark a great advance

in corporation finance; for too often have investors been

deceived by their assumption that a large nominal capital-

ization means an equally large investment. To eliminate

this danger of deception would be to remove one of the

serious evils of stock watering.

To be sure, it must be admitted that the mere use of

shares without par value will not alone cure the evils of

stock watering; for the removal of par value does not re-

move all the sources of deception to which the unwary in-

vestor is subject. On this point a word of caution has

already been uttered ;
^ and it will be repeated in a later

section of the present chapter in order to emphasize the

need for further safeguards. But the truth of this admis-

sion does not weaken the force of the fact that one source

of deception may be removed ; and that consideration alone

justifies the reformi.

The opinion has sometimes been advanced that the use

of shares without par value, while suitable for business cor-

porations, should not be extended to railroads or to other

public service corporations whose securities are subject to

control by a government commission. This view accounts

for the failure of New York and other states to include

public utilities among those corporations that may issue

stock of no par value. Regulation of securities is thought

to be an alternative to the removal of par value; the one

measure aims to prevent stock watering by making the par

value equal the investment, while the other would secure

the same end by abolishing the par value entirely."

1 P. 57, supra.

*Cf. Ignatius, Financing of Public Service Corporations (1918), p. 83,
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If commission regulation could in fact secure an approx-

imate balance between nominal capitalization and actual in-

vestment, one might concede the wisdom of retaining the

par value of public utility stocks. But, as we have already-

noted in the previous chapter, no such results have been

secured, nor is there any likelihood of success in the future.

In a large number of cases, par values will either under-

state or exaggerate the actual contribution made by the in-

vestors. Therefore as long as par values are retained, they

will remain a source oi misinformation.

Of course, one may freely admit that careful control of

securities by a commission will greatly reduce the danger

of deceit occasioned by fictitious par values. Not only will

the more extreme forms of stock inflation be prevented,

but, what is even more important, the investing public will

be informed as to the actual capital in the enterprise, so

that it may discount any excessive stock issues. Yet, with

all these cautions, the danger of misunderstanding is merely

minimized but not removed so long as the par value re-

mains. The " magic of par value " is too potent to be en-

tirely eliminated by a program of publicity.^

But there is even a stronger reason for removing the par

value of public utility stocks. Unless it is removed, com-

missions will still feel under obligation to strive for an ap-

proximate equality between capitalization and investment.

Of course they will not succeed,—they never have succeeded,

—but instead of abandoning all effort to secure an equality,

they will make the attempt to come as near to a balance as

is at all practicable. They will permit the issue of stock

below par—but only as a last resort, rather than as a reg-

ular and proper procedure. This, at least, has been the

tendency of state commissions up to the present time; and

it is almost sure to continue to be the policy in the future,

owing to the popular hostility to stock watering.

1 See pp. 59-61, supra.
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This half-way measure—this partial abandonment of the

attempt to make capitaHzation correspond to assets—is in

many ways more dangerous than would be the complete

recognition of par values as a mere fiction. In the first

place, it serves to strengthen rather than to weaken the

illusion on the part of investors that par value represents

the actual investment. In the second place, it causes com-

missions to approve the resort to excessive bond issues as

a means of avoiding the necessity of selling stock below

par. This second tendency was noted in the last chapter as

a serious objection to security regulation as now practised

by state commissions ; but it is almost inevitable as long as

commissions are under pressure to prevent the sale of stock

at a discount. The only adequate means of removing this

pressure is to remove the par value, so that stock may be

issued at whatever prices are justified by market conditions.

One special advantage of shares without par value de-

serves particular emphasis at the present time ; namely, their

convenience in cases of reorganization and consolidation.

Few will deny that any program of railway reform has

little chance of solving the present difficulties of our inter-

state transportation systems that does not involve, first, a

reorganization of unwieldy financial structures and, second,

a consolidation of certain independent roads into larger

groups. Heretofore, however, both of these financial

operations have usually resulted in an increase rather than

a decrease of nominal liabilities. It is true that, in re-

cent years, when reorganizations and consolidations have

been subject tO' the approval of state public service com-

missions, the tendency to inflation has been partly elim-

inated. But even in these cases, commissions have usually

found it impossible to enforce a rigid scaling-down of capi-

talization to the point of equality with the assets. The ob-

stacle has been the reluctance of security holders to accept
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new securities of a lower par valtte than that of the stocks

and bonds which they are asked to surrender. To be sure,

the commissions might have insisted on such an exchange;

but in the case of consolidations, that requirement might have

caused the stockholders to abandon their plan for a merger,

while in the case of reorganizations, it would have led the

security holders to decline either to pay assessments or to

subscribe for new securities.

The use of shares without par value, however, will make

it much easier toi consolidate or tO' reorganize on a sound

financial basis. Because of the removal of par values,

there will not be the same need for a stringent reduction in

the number of shares ; the holders of one share of old stock

may be given with less reluctance one share of new stock,

since the new stock indicates nothing as to the amount of

investment represented by each share.

The special convenience of shares without par value in

the above cases was noted by the Railroad Securities Com-
mission. Its statement on this point is worth quoting

in full

:

Where two roads have consolidated whose shares have dif-

ferent market values, it has been the custom to equalize the

difference by the issue of extra shares of the consolidated

company to the owners of the higher priced stock. This

practice has always tended to produce increase of capital is-

sues, and may readily cause the new stock to be issued for a

consideration less than its par value. The only alternative

was to scale down some of the old stocks; and this often in-

volved serious difficulties, both of business policy and of law.

By the simple expedient of omitting the dollar mark from the

new shares, the number can be adjusted to the demands of

financial convenience, without danger of misrepresentation or

suspicion of unfairness to anyone.^

In the case of reorganizations, the advantage of shares with-

'At this point the opinion of the Securities Commission seems over-

optimistic. Even when the par value is removed, there is some danger
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out par value is even more o'rvious. It is here that the neces-

sity and justice of getting money from stockholders is great-

est. It is here that the impossibility of getting them to pay par

for new shares is most conspicuous. We believe that in such

cases the public interest would be subserved and the speedy

rehabilitation of the roads promoted, by requiring the conver-

sion of the common stock and encouraging the conversion of

the preferred stock into shares without par value; the cer-

tificates simply indicating the proportionate or preferential

claims of the holders upon assets and upon such profit as

might from time to time be earned.^

Alleged Objections

Having noted the advantages to be gained by authorizing

railroads to issue shares without par value, we must now

discuss the supposed objections. At least six criticisms

have been made, each of which we shall consider in turn.

I . That the removal of par value zvill encourage inflation

by making easy the issue of an excessive number of shares.

This point was discussed by the Railroad Securities Com-

mission. It remarked

:

The danger of inflation deserves more serious consideration.

We believe, however, that it is more apparent than real, be-

cause shareholders will be jealous of permitting other share-

holders to acquire shares in the association except at full

market value, and will not permit the issue of such shares to

themselves at prices so low as seriously to impair the market

or other value of their holdings. Shares either with or with-

out par value, and whether sold at par or above par or be-

that an increased number of shares may give a false impression of an

increase in value. On this point see pp. 126-27, infra. However, it can

hardly be doubted that the use of no-par shares will reduce, even

though it does not remove, the danger.

^Report, p. 26.
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low it, should, except in cases of consolidation and reorgan-

ization, be offered in the first instance to existing shareholders

pro rata/

But the above comments of the Securities Commission

leave some important points unanswered. In the first place,

it is not clear what is meant by inflation in the case of

no-par stock. If each share represents, not a fixed amount,

but merely a fractional interest in the total capital, what-

ever that capital may be, is any significance to be placed on

the number of shares into which the total stock is divided?

And if the number of shares does indeed have a signifi-

cance,—if the possibility of inflation still exists after the

par value is removed,—^is the Securities Commission correct

in assuming that the self-interest of the shareholders will

prevent such inflation? An answer to the first question

has already been suggested in an earlier chapter.^ There

we saw that the danger of inflation persists in spite of the

removal of par value. Further discussion of this point is

deferred to a later section of the present chapter. As to

the second question, it must be admitted that the reply of

the Securities Commission is not entirely convincing. In

the past, when stock had a par value, the self-interest of

shareholders did not suffice to prevent inflation. Why,
then, should it sufiice with the par value removed?

One must concede, then, that the danger of inflation re-

mains in spite of the use of no-par shares. Indeed, one

might argue that, in the absence of all restrictions on the

issuance price, the danger may even be increased. That

fact, however, does not condemn the removal of par value

from the shares of public utilities and railroads. For, since

' Report, p. 26.

- P. 57, supra.
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the issue of shares is to be subject to control by commis-

sion, the danger of inflation is equally well guarded against,

whether the par value is removed or not.

2. That the removal of par value will encourage the flo-

tation of shares of low market value—a result conducive to

overspeculation. This point is somewhat similar to the

previous one. Ripley gives it as one reason for his oppo-

sition to the use of no-par stock. " The abolition of par

value," he says, " permitting carriers to issue capital stock

for relatively small sums in cash, cannot but encourage

speculative interest in railways—an element of danger much

to be deplored."
^

This view accepts a prevalent assumption that a low

market value gives shares a speculative character. But to

what extent is this assumption justified? To be sure, it

must be admitted that, in the experience of the stock-

market, low-priced shares have generally been of a specu-

lative nature. But the relation is not to any considerable

extent one of cause and effect. What gives these shares

their speculative character is the low value, not so much
of each separate share, but of the total stock issue as com-

pared with the value of the entire property represented by

both bonds and stocks. In other words, it is primarily

the narrow equity of the stock issue as a whole which

makes the shares subject to such wide market fluctua-

tions. The extreme width of the fluctuations is due,

first, to the fact that a slight change in the earning power

of the property \vill cause a great change in the balance

of the earnings available for the stock, and, second, to

the fact that a controlling interest in the enterprise may
be bought with a relatively small outlay of capital. Both

of theses factors tend to miake the stock a gamble rather

than an investment.

^Railroads: Finance and Organization (New York, 1915), p 94.
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The fact that low market values per share have been a

symptom rather than a cause of speculation is well exem-

plified in the case of the Rock Island financial manoeuvres,

so well described by Ripley.^ It was the narrowing of the

controlling interest to an investment of only about fifty

million dollars and the complete wiping out of the equity of

the holding company's stocks which made the securities a

football for speculation. Would anyone anticipate similar

results if Pennsylvania capital stock, or Northwestern pre-

ferred or common were to be divided into one-dollar

shares, leaving the total investment unchanged ? Does any-

one suppose that Liberty bonds are much more speculative

because they are issued in fifty-dollar denominations in-

stead of merely in thousand-dollar denominations—or, on

the other hand, that mining stocks would become steady in-

vestments if they were only marketed in hundred-dollar

shares instead of in one-dollar shares?

One must admit that there is a certain minimum of truth

in the assumption that the low price of a share tends in

itself to make it speculative. It arises from the fact that

people of small means can afford to speculate more freely

in low-priced stock. But if public policy requires the curb-

ing of this small-scale gambling, much more effective means

may be found than the retention of a par value. For ex-

ample, a minimum tax might be placed on the transfer of

all shares of stock in whatever amounts, so that the small

transaction would be discouraged by the disproportionately

high tax. Or, again, the law might fix a minimum price

below which shares without par value might not be issued.

Indeed, that very thing is done by New York State, which re-

quires that shares without par value must represent a cap-

ital of at least five dollars or some multiple thereof per

share. Instead of five dollars, the minimum might be set

1 Op. cit., pp. 524-32.
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at fifty or one hundred dollars, or at any other desired

amount.

3. That the removal of par value ivill release stockhold-

ers from their liability to creditors for the full payment of

their subscriptions. Under the limited-liability laws, stock-

holders in corporations are liable for the corporate debts

only to the amount of their stock subscription as measured

by the par value of the shareholdings. If a creditor finds

that stock has been issued without a corresponding payment

to the company in cash or property, he may sue the stock-

holders for unpaid claims up to the amount still due on the

stock subscription. Now, some writers fear that the aboli-

tion of par value will take from creditors this safeguard.

For in that case there can be no liability to make good the

difference between the nominal value of the stock and the

amount actually paid in on that stock.
^

This objection, however, can readily be met. The recent

state laws permitting the issuance of shares without par

value have met it in two ways. The first way, adopted by

New York, California, and Maine, is to forbid the issuance

of part-paid shares and to make the corporate directors

personally liable for violation of this provision." The sec-

ond way, adopted by Delaware, is to permit the issuance

of part-paid shares, but to make shareholders liable to the

'Ripley makes this criticism (Railroads: Finance and Organisation,

p. 94).

*For instance, the Maine law (L. 1917, ch. 144) reads: "No corpor-

ation formed pursuant to section one hundred and fifteen hereof shall

begin to carry on business or shall incur any debts until the amount of

capital stated in its certificate of incorporation shall have been fully

paid in money or in property taken at its actual value. In case the

amount of capital stated in its certificate of incorporation shall be in-

creased as hereinafter provided, such corporation shall not increase

the amount of its indebtedness then existing until it shall have received

in money or property the amount of such increase of its stated capital."
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corporation's creditors for all amounts due on their sub-

scriptions/ This second expedient retains the same safe-

guards that are present under the old system, with a

simple modification to the effect that stockholders are liable

for whatever amount they have agreed to pay rather than

for an amount equal to the par value of their shares. So

far from taking away any protection from creditors, this

new measure may even increase the protection. Up to the

present time, as every student of corporation finance

knows, the laws making shareholders liable for full pay-

ment on their stock have proved but a very meager safe-

guard to creditors. A part of the difficulty has been due to

the unwillingness of courts to hold shareholders responsible

for full payment in cases where it was impossible' for the

issui'ng company to market its stock at par." But where

the liability is fixed, not by a par value, but by the amount

subscribed for each particular issue, the reasonableness of

the liability for any unpaid balance is so clear that a much
more rigid enforcement of the law may be expected.

4. That the removal of par value will make it easier for

promoters to retain an excessive amount of the stock as a

reward for their services. In the past, one of the great

evils connected with the promotion of American railroad

corporations has been the exorbitant profits that promoters

have made by taking an excessive amount of stock in pay-

ment for their activities. Of course, the disproportionate

interest that the promoter secures lessens by so much the

•The Delaware Law (L. 1917, ch. 113, sec. 10) reads. "... in the

case of stock without par value, this liability [for the unpaid balance on

subscriptions to stock] shall be Umited to the unpaid balance of the

consideration for which such stock was issued by the corporation, which

said sum or proportion thereof may be recovered as provided for in

section 49 of tliis Chapter ..."

2 Cf. Handley v. Stutz, 139 U. S. 417 (1891).
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value of the holdings of bona Me investors; it exacts a

tribute which must be paid either by the other stockholders

in the form of lower dividends or by the public in the

form of higher transportation rates. It is feared by some

that this evil, bad enough under the old order of things,

may become even more serious if the par value is removed

from the stock. The dollar sign, it is thought, does serve

to some extent to restrain the promoter from taking an

excessive amount of stock. It serves to impress upon the

other shareholders the size of the slice which the promoter

proposes to cut for himself. " Ten thousand shares " of

stock as a reward to the promoter might not sound as ex-

orbitant as a " million dollars of stock ". ^

The force of this objection, however, may be seriously

doubted. Indeed, it is at least open to argument that the

removal of par value will decrease rather than increase the

difficulty referred to. As long as par values remain, it is

possible for promoters, simply by inflating the nominal

capitalization, to conceal the fact that they have cut away a

large slice of the stock. Investors are given one hundred

dollars or more of stock for every hundred dollars that

they contribute; they are quite unaware that they are pay-

ing partly for genuine stock and partly for water. Sup-

pose, now, that the par values are removed. Is there not

some reason to suppose that investors will be more rather

than less critical of the disposition of the stock by pro-

moters, now that the deceptive nominal values are not pres-

^This point has been calletl to my attention by a friendly critic, who
writes as follows :

" The dollar sign does afford some small protection

to the investor as against the promoter who allots a disproportionate

amount of shares to himself, or to others, for services rendered. It

makes comparisons easier. If I pay $100,000 for a thousand shares, the

issuing of another thousand in exchange for property worth only

$50,000 is a rather more obvious discrimination than if I pay $100,000

for, say, a one-thousandth interest in a company which gives a similar

fractional interest for property of whatever value."
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ent? At least, it seems reasonably clear that promoters

will not find it easier to withdraw excessive profits when
the par value is eliminated than when the par value was
retained.

5. That par values are necessary, or at least desirable, as

a convenient deince for accounting. This view has been

expressed by several authorities in accounting. William

Morse Cole, for example, objects to the removal of par

values on the ground that " it neglects a point most im-

portant for the accountant—namely, that some sort of capi-

talization is necessary for any sdentific bookkeeping."^

Unfortunately, Cole does not state the grounds for this

opinion. Ripley, who takes a similar view, is more specific.

After noting other objections to the use of stock without

par value, he writes

:

And what is of great importance for the future under the

growing tendency to ascertain the physical valuation of the

property, all standards by which to readily measure the reason-

ableness of the general scale of charges disappear. Thd
scientific accountant must have some absolute basis for his

bookkeeping. Without some such starting point the relation

between a fair return upon the investment and a surplus

arising either from issue of shares at a premium or inordinately

high rates becomes difficult to state.

-

Ripley's argument seems to be that without par value it

is difficult to set up accurate accounts on the liabilities side

of the balance sheet and tO' distinguish clearly between

share capital on the one hand and surplus on the other. As
a matter of fact, however, is not the situation quite the

contrary? The distinction between capital and surplus is

^Accounts, Their Construction and Interpretation, rev. and enl. ed.

(Boston, 1915), p. 207.

^Railroads: Finance and Organisation, p. 94.
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even more clearly and simply shown without the fiction of

par values. In that case, the proper accounting procedure

is simply this : Stock is credited to the Capital Stock Ac-

count, not at its face value, but at the price for which it

has actually been sold/ Where the shares have a par value, a

different rule of accounting applies. Here, stock is cred-

ited to the Capital Stock Account at par, regardless of the

issuing price; any excess or deficit in the actual proceeds

is carried to a Premium and Discount Account, Under the

former procedure, the total contribution by stockholders is

shown in a single account ; under the latter, it can be arrived

at only by a process of addition or subtraction.

The above points may be made clearer by an example.

Suppose that a company has issued one thousand shares of

stock at $150 per share and suppose that the company has

a surplus from reinvested earnings of $50,000. Now if the

stock has a par value of $100 per share, the facts will be

shown by the following entries in the accounts

:

Assets Liabilities

Property $200,000 Capital Stock $100,000

Stock Premium 50,000

Surplus from Earnings 50,000

$200,000 $200,000

' Although the above accounting procedure seems to have been adopted

by most corporations that have issued shares of stock without par value,

it has not been universally adopted. For example, the Kennecott

Copper Corporation enters its capital stock on the books at a valuation

of five dollars per share in spite of the fact that much of its stock was
issued at a price of fifty dollars per share. The reason for this re-

tention by the Kennecott Corporation of a nominal value for book-

keeping purposes is doubtless to be found in the peculiar provisions of

the New York corporation law, discussed below, pp. 121-24. Still

another method of accounting has been adopted by the Chicago Elevated

Railways, a voluntary association. This company carries its participa-

tion shares (preferred and common) on the balance sheet at no valu-

ation. It then sets up a single proprietorship account.
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If, on the other hand, the stock is without par value,

then the same facts will be shown on the balance sheet as

follows

:

Assets Liabilities

Property $200,000 Capital Stock $150,000

Surplus 50,000

$200,000 $200,000

The second statement makes even more clear than the

first the distinction between the original investment (Cap-

ital Stock) and the surplus. It does this by eliminating the

stock premium (or discount) account. The removal of this

account, so far from being a loss, is a great gain. Of what

possible use is it to enter into a separate account an amount

by which the proceeds of stock exceed or fall short of a

fixed nominal sum (the par value) ? Moreover, the pres-

ence of a stock premium has sometimes led to the payment of

unearned dividends, because the premium has been treated

like income frotmi earnings, to be paid out in dividends in-

stead of being kept intact as part of the corporate capital.^

We conclude, then, that accounting has much to gain

and little to lose by the removal of a necessarily fictitious

par value.

'C/. Mead, Corporation Finance (1915), p. 206. It is true that some
authorities have defended the practice of paying out premiums in

dividends. Ignatius seems to think that this may be proper. He says:

".
. if the reason for the collection of premiums is that of equalizing

the interests of the new stockholders with those of the old, should not

the additional payment by the new stockholders be carried to the

same account which registers the value-over-par interest of the old, to

wit, the Corporate Surplus or Deficit account?" (Financing of Public

Service Corporations, p. 75). But the objection to that practice is that

shareholders may be deceived as to the actual earnings of the company;
they may fail to see that the proceeds from premiums are an extra-

ordinary source of profit and therefore not to be counted upon as a

regular annual source of income. Receipts from premiums and receipts

from earnings should therefore be kept quite distinct—the former being

treated as an increase in capital and the other as income.
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6. That the removal of par value will open the way to

the impairment of capital. One of the evils against which

corporation laws have attempted to guard is the impairment

of capital by the payment of unearned dividends. Where

the amount of capital is presumed to be determined by the

par value of the stock, the law forbids the disbursement of

this capital in the form of dividends. If, now, the par

value is toi be removed, it is thought that the distinc-'

tion between capital and divisible surplus may be harder to

maintain—that unscrupulous directors may be able to en-

croach upon the capital without fear of legal redress.

But if the new laws permitting the issue of shares with-

out par value are drawn so as to make clear the distinction

between capital and surplus, and if they provide a definite

penalty against encroachment on capital, there is no reason

to anticipate any more difficulty with the new kind of stock

than with the old. Indeed, as has already been pointed

out, the distinction between capital and surplus is even

more easy to maintain when the par value is removed than

when it is retained. All proceeds from the sale of stock

are to be considered capital; all reinvested earnings are to

be credited to surplus.

It must be admitted, however, that some of the present

laws permitting the issuance of shares without par value

are very defective at just this point. The New York stat-

ute, for instance, may be criticized here. According to this

law, any corporation, in order to issue common stock with-

out par value, must state in its certificate of incorporation

the amount of capital with which the corporation will carry

on business, which amount shall be not less than the amount
of the preferred stock (if any) authorized to be issued

with a preference as to principal, and in addition thereto a

sum equivalent to five dollars or to some multiple of five

dollars for every share authorized to be issued, other than
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preferred stock; but in no event shall the amount of such

capital be less than five hundred dollars/

The law further provides that

No such corporation shall declare any dividend which shall

reduce the amount of its capital below the amount stated in

the certificate as the amount of capital with which the corpora-

tion will carry on business.^

Now let us note the implications of these provisions.

Instead of defining the capital of the corporation as the

entire cmiount of the proceeds realized by the sale of stock,

and instead of requiring that no part of these proceeds

may be paid out in dividends, the law simply states a

" minimum capital " of five dollars (or some multiple) per

share of common stock, which must be on hand before the

commencement of business, and which may not be disbursed

in dividends. But suppose that a corporation states its

minimum capital at five dollars per share in its certificate

of incorporation, and then issues its stock at fifty dollars

per share.* Does the law regard that extra forty-five dol-

lars per share as capital ? And would the law prevent the

distribution of those forty-five dollars per share as a cash

dividend? Apparently not.

If this interpretation of the law is correct, it indicates a

very serious defect. For the corporation is then free to

treat a large part of the proceeds from the sale of stock

either as surplus or as capital, whichever it desires. It is

hardly necessary to point out the dangers of such a situa-

tion. Creditors who have relied on a fifty-dollar equity

*L. 1912, ch. 351, sec. 19.

^Ibid., sec. 20.

*That is precisely the case with the Kennecott Copper Corporation,

which carries its common shares at a valuation of five dollars per

share although a considerable portion of the stock was issued on the

basis of fifty dollars per share. See p. 119, note i, supra.
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behind every share of common stock may awaken to the

fact that all but five dollars per share has been distributed

among stockholders; shareholders may suddenly learn that

they have been receiving dividends, not out of income, but

out of the very capital that they contributed.

So' great is the danger from this defective law, that if it

could not be removed, it would be enough to condemn the

entire plan of issuing shares without par value. But as a

matter of fact the trouble can easily be remedied. The

defect of the New York law is that it does not go far

enough in removing par values ; it still retains par value to

the extent that it fixes the stated capital at a certain amount

per share. It is a compromise between the old principle

and the new; and like so many compromises, it is worse

than either of the two extremes.

Unfortunately, several other states have followed the

example of New York in providing that the minimum
capital which must not be impaired by dividends is to be a

certain fixed sum per share. The laws of Maine and Ohio

are in this respect almost identical with that of New York,

while California has adopted a similar provision with re-

spect to business corporations although not with respect to

public utilities. In other states, however, a different prin-

ciple prevails: the entire proceeds of the sale of stock are

counted as constituting the capital. The laws of Pennsyl-

vania ^ and Maryland '^ seem specifically to indicate this

;

• L. 1919, no. 363, sec. 3 :

" For the purposes of this act, the ' stated

capital' of a corporation issuing shares without nominal or par value

shall be the capital with which the corporation will begin business, as

stated in the certificate of incorporation or reorganization . . . plus any

net additions thereto, or minus any net deductions therefrom : Pro-

vided. That ' stated capital ' shall not include any net profits or surplus

earnings so long and during such period as the same may be paid out

in the form of dividends under the provisions of section eight of

this act ..."
Ibid., sec. 8: "No corporation having shares without nominal or par
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while in Delaware, IlHno'is.^ and Virginia one is left to

infer the same in the absence of provisions to the contrary.

Limitations of the Measure as a Remedy for the Evils of

Stock Watering

Although most of the objections urged against the use of

shares without par value are unwarranted, many of the

claims in its favor are equally unfounded. Frequently it

has been advocated as in itself offering a cure for the evil

of overcapitalization. Business men have favored it, not

as a mere aid to the government in its co'ntrol over public

utility securities, but as an all-sufficient substitute for such

control. Judge Lovett, for instance, in a statement before

the Railroad Securities Commission, held that

the issuance of shares, as shares, without attributing to them
a value, which of necessity varies and is more or less mislead-

ing, rationally solves all the problems about ' watered ' stock,

value, issued under the provisions of this act. shall declare or pay any

dividend out of capital or out of anything except net profits or surplus

earnings."

'L. 1916, ch. 596, sec. 9: "For the purpose of any rule of law or of

any statutory provision (except as in this section otherwise provided)

relating to the amount of such stock issued, the amount of such stock

issued shall be taken to be the amount of cash or the value of the ser-

vices or property (determined by the board of directors as required

by law) for which such stock has been issued."

'The Illinois law, to be sure, requires that a company, in order to

carry on business, must have a capital equal to at least five dollars per

share of stock of no par value. There seems to be nothing in the law,

however, to indicate that this five dollars is anything but the minimum
—nothing, that is, to indicate that if a corporation issued its shares for

more than five dollars per share, it would be permitted to pay out in

dividends all except five dollars per share. To that extent, I take it,

it differs from the New York law, which, by forbidding a corporation

to pay any dividends that would reduce the capital belozv the minimum
stated in its certificate of incorporation, would seem by implication to

permit the disbursement in dividends of any sums received from the

sale of stock in excess of the minimum five dollars.
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and dispenses absolutely with the necessity for any legislation

upon that subject.^

Similar views were expressed by the Committee of the New
York Bar iVssociation." Even Commissioner Erickson of

Wisconsin seemed to think that this position might possibly

be tenable.^

Other writers, however, have strongly denied this con-

tention. Kuhn, who refers to the use of shares without

face value in the i6th to i8th centuries, says

:

Historical experience teaches that the aliquot shares attained

values as fictitious as those often found at the present time,

producing all of the evils attending overcapitalization.*

He therefore concludes that abolition of par value will

accomplish no good and will do away with a convenient

mathematical device. Ignatius, while not denying that the

removal of par values may be useful in the case of private

business corporations, warns against expecting too much
from it. He says :

Removing the par value 13 not enough ; standing by itself

that change does not interpose any obstacle to the practices

which have been the means of working overcapitalization

heretofore. Take, for instance, the device of issuing shares

in exchange for property or service accepted at an overvalua-

tion ; if the shares have a par value, the acceptor of the shares

may reap a profit by reselling to those who will assume that

the actual price paid for them upon issue equaled that paid for

other shares of the same issue. If on the other hand the shares

have no par value, the acceptor of the shares in exchange for

property or services has precisely the same opportunity for

^Statement before the Railroad Securities Commission, op. cit., p. 17.

* Proceedings, vol. xv (1892), p. 138.

'Regulation of Public Utilities: Three Discussions, p. 62.

^A Comparative Study of the Law of Corporatioyis, p. 115.
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profit by reselling to those who will likewise assume that those

shares had been issued for consideration equaling that paid

for other shares of that issue, since all shares of the one is-

sue are required to be offered for sale upon like consideration.^

It is not necessary to accept Kuhn's view of the useless-

ness of the proposal, or to admit Ignatius's doubt as to its

advisability under commission regulation of securities, to

see a large measure of truth in these remarks. After all,

the abandonment of par value merely gets rid of one of the

deceptive figures in corporation accounting. It does not

substitute the correct data. A share, it indicates, is simply

a fraction of a given total investment. But how large is

this total investment? That remains to be shown. Noth-

ing less than government supervision can insure a correct

statement of the actual investment.

It cannot be too strongly emphasized that the use of

shares without par value will not of itself remove the

danger of stock inflation. This point has been already

discussed in an earlier chapter.^ How is it possible, one

asks, to inflate shares without par value, when each share

is now supposed to represent, not a definite amount of

investment, but merely a certain fractional interest in

the total property? The answer is that shares, even

shares of no par value, will not be regarded by inves-

tors as representing mere fractional claims. People do not

think in those terms. They think of a share as representing

an amount not a fraction. That amount is determined in;

their minds largely by the market quotations and by the

established dividend. If, then, the number of shares is

doubled without any increase in earning power,—say, by

the issue of a stock dividend of oiie hundred per cent,—in-

vestors will probably fail to see that each share now repre-

'^ Financing of Public Service Corporations (1918), pp. 81-82.

2 P. 57, supra.



127] SHARES OF STOCK WITHOUT PAR VALUE 127

sents an earning power of only half its former amount.

The market values of the new shares will therefore be in-

flated. By taking advantage of this failure of investors to

discount the increase, unscrupulous financiers will be able

to profit in the future, as they have profited in the past, by

issuing shares in excessive amounts.

We conclude, then, that only when accompanied by more

positive forms of regulation does the device of shares

without par value promise much relief from the evils of

overcapitalization. Its role is the modest though significant

one of removing a fictitious statement in order to leave a

clean sheet for the correct information. The more am-

bitious part claimed for it of solving in itself the problem

of stock watering, it is wholly unfitted to play.

Proper Scope of Application—Should it include Preferred

Stock f

If we accept the general principle of the proposal to issue

shares without nominal value, two questions arise as to the

proper extent of its application in railroad law. First,

should it apply to preferred stocks as well as to common?
Second, should it be compulsory or simply optional?

On the first point the present laws differ. Delaware,

Ohio, and Virginia exclude all preferred stock from the

provisions of their acts ; New York and Maine exclude pre-

ferred stock with a preference as to principal ; Maryland

excludes stock preferred as to dividends and subject to re-

demption as well as stock preferred as to principal. Illi-

nois, Pennsylvania and New Hampshire, on the other hand,

make no restrictions as to the class of stock which may be

issued without par value. California, in its law applying to

industrial companies, follows the New York precedent by
excluding stock preferred as to principal, but in the similar

statute applying to public utilities, it provides that a com-
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pany not only may but must issue all classes of stock with-

out par value provided it issues any class without par.

At least two reasons may be given for retaining the par

value on preferred shares, even when it is removed from

the common. Fvrst, this distinction between the two classes

of stocks conforms to a custom, not infrequently observed

in corporation finance, of issuing bonds and preferred stock

in amounts equal to the value of the tangible assets, and of

issuing the common stock as a capitalization of intangible

assets, such as " good-will " or " franchise value ". By
requiring this additional stock to be issued without nominal

value, the law attempts to compromise between the exi-

gencies that may be thought to require stock watering and

the traditional principles that demand an equality between

par value and assets. Second, the distinction is defended

on the assumption that, when stocks are preferred not only

as to dividend but also as to assets in the event of disso-

lution, the par value is necessary in order to define the

amount of this prior claim.

The first point rests on a principle of capitalization that

is neither practicable nor desirable. It is not practicable

because the difficulties, already noted, of securing an equal-

ity between par values and assets would remain the same

even though common stock were not to be counted as a part

of the total capitalization. It is not desirable because the

issue of bonds and preferred stock up to the amount of the

actual investment would often exceed the limits of safety

for these classes of securities.

The second argument has some force but is by no means

a determining consideration. Even without the device of

par values, stipulation can be made as to the claim of pre-

ferred shares in the event of dissolution. To be sure, the

presence of a par value gives more publicity to the amount
of the claim ; but that point is of no great importance.
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Although the positive objections to the removal of the

par value from preferred stocks are not convincing, one

must concede that the reasons in its favor have less force

than with common stocks. For with the former class of

security, the fixed rate of dividends prevents the nominal

value from influencing appreciably the market valuation.

If the dividend charges are kept within safe limits, in-

vestors are not liable to be misled seriously by fictitious

par values. The great danger of deception is in connection

with the common stock. On the whole, however, it is prob-

ably wiser to go the whole length by removing the par value

from all classes of stock.

Should it be made Compulsory f

As proposed by the Railroad Securities Commission, and

as provided in all the present state laws, the issuance of

no-par shares is made entirely optional with the companies.

Should this continue to be the case with respect to the fed-

eral railroads, or should the change be made compulsory

for all of them ?

The defense of a purely optional law is that the right to

issue shares of no' par value is offered as a means of avoid-

ing the necessity of issuing stock below par. Corporations

may be given their choice of two practices : They may either

issue no-par stock at such prices as the market justifies, or

else they may retain the par value, but subject to the strict

requirement that all such stock must be issued at not less

than par. If they choose the latter plan, they may then be

held to rigid accountability for observing the statutory re-

quirements as to the issuance price of the stock.

But while an optional provision may be conceded to be

better than no provision at all, there can be little doubt that

a compulsory measure will be much more satisfacto^y^ The

advantage to be gained by the more thoroughgoing measure
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is the advantage of uniformity. If some railroad companies

are permitted to issue no-par stock, while other companies

retain the old form of shares, confusion will result. The

success of the new system depends on the degree to which

investors are educated to an appreciation of the fact that

their shares represent, not a fixed amount of investment,

but simply a right to a certain portion of the corporate in-

come. This educational process will go 011 much faster if

the removal of the par value is made general for all rail-

road corporations. Needless to say, it would go on still

faster if it could be made universal for all corporations of

every character. The latter goal, however, is not apt to be

reached under the divergent laws of many states— not at

least for many years. But the general adoption of the plan

by all interstate railways may be secured under a law re-

quiring federal incorporation.

Summary

The proposal to remove the par values from issues of

stock is a recognition of the hopelessness of the attempt

to maintain an equality between nominal capitalization and

actual investment. Several objections have been urged

against the plan, but they are based, for the most part, on

a mistaken or exaggerated notion of the usefulness of par

values.

On the other hand, the proponents of this plan have often

claimed for it too much. They have asserted that its adop-

tion would make all further measures of protection against

stock manipulation unnecessary. This view cannot be sus-

tained. The abolition of par value simply removes one

source of misinformation. It does not remove all sources;

still less does it provide the necessary valuation that must

take the place of the nominal capitalization. These objects

can be secured only by positive measures of financial control.



131] SHARES OF STOCK WITHOUT PAR VALUE 131

Nevertheless, the removal of par values is good as far as

it goes. As applied to the railroads, the measure should be

thoroughgoing; it should be compulsory rather than op-

tional, and it should apply to stocks of all classes, common
and preferred.



CHAPTER V

Federal Regulation of Railroad Securities

In the preceding chapter, much emphasis was laid on the

fact that the use of shares of stock without par value is

not alone sufficient to meet the evils of overcapitaHzation, and

that, in addition, there must be an effective control of security

issues by the government. It remains, then, to consider in

this final chapter some of the problems of government con-

trol.

Fortunately, one question that heretofore has occasioned

much controversy has recently been settled : the question of

state versus federal jurisdiction. Under the Transportation

Act of 1920, the security issues of interstate carriers are

brought under the exclusive control of the Interstate Com-

merce Commission. State commissions are deprived of all

authority, except for their right to a hearing before the In-

terstate Commerce Commission in cases involving the inter-

ests of the states that they represent. So generally recog-

nized is the wisdom of this change of jurisdiction, involving

the centralization of power in the hands of one body, that

we need take no time to recount the obvious advantages to be

obtained.

Provisions of the Transportation Act With Respect to

Control of Security Issues

Regulation of security issues is provided for in section

439 of the new Transportation Act (section 20a of the

amended Interstate Commerce Act). In its general char-

132 [132
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aoter, the measure is similar to those which have been in

force for several years in the various states/ No carrier

may issue securities without first making application to the

commission and securing- its consent. Exception is made

of " notes to be issued by the carrier maturing not more than

two years after the date thereof and aggregating (together

with all other then outstanding notes of a maturity of two

years or less) not more than 5 per centum of the par value of

the securities of the carrier then outstanding."^

But the federal law gives the commission wider discretion

in approving or disapproving an issue than do the laws of

most states. With a few exceptions, the newer state laws

enumerate certain definite purposes for which securities may
properly be issued;^ the duties of the regulating comimis-

sions are more or less restricted to seeing that the proposed

issues fall within the specified purposes.* On the other

hand, the federal statute makes no specification of pur-

poses. It provides simply that the Interstate Commerce

Commission shall approve a security issue when it finds that

the issue

(a) is for some lawful object within its corporate purposes,

and compatible with the public interest, which is necessary

or appropriate for or consistent with the proper performance

' The most complete analysis of the different state laws is by Barron

:

"State Regulation of the Securities of Railroads and Public Service

Companies," Annals, Anier. Acad. Polit. and Soc. Science, vol. Ixxvi

(March, 1918), pp. 167-90.

2 Interstate Commerce Act, sec. 20a (9).

3 New York and other states enumerate five purposes : see pp. 78-80,

supra.

* But on this point commissions differ greatly in their interpretation

of their powers ; some, like the Wisconsin commission, interpret their

powers very narrowly, while others, like the two Nev^^ York com-

missions, assume a wide discretion. Cf. Ignatius, Financing of Public

Service Corporations, pp. 290-94.
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by the carrier of service to the pubhc as a common carrier,

and which will not impair its ability to perform that service,

and (b) is reasonably necessary and appropriate for such

purpose.

Another clause goes even further in conferring discre-

ticrtiary powers by authorizing the coim'mission to prescribe

the terms of an issue:

The Commission shall have power by its order to grant or

deny the application as made, or to grant it in part and deny

it in part, or to grant it with such modifications and upon such

terms and conditions as the Commission may deem necessary

or appropriate in the premises, and may from time to time,

for good cause shown, make such supplemental orders in the

premises as it may deem necessary or appropriate, and may by

any such supplemental order modify the provisions of any

previous order as to the particular purposes, uses, and extent

to which, or the conditions under which, any securities so

theretofore authorized or the proceeds thereof may be ap-

plied, subject always to the requirements of the foregoing

paragraph.

Nothing is said in the act as to the prices at which se-

curities may be issued. There is no prohibition of the sale

of stock below par or even of the issuance of a scrip or stock

dividend. In only one case is a definite statutory limit

placed upon the amount of securities that may be issued;

namely, in consolidations. Here the law reads that " the

Ixmds at par of the corporation, which is to become the

owner of the consolidated properties, together with the

outstanding capital stock at par of such corporation, shall

not exceed the value of the consolidated properties as de-

termined by the Commission." ^ No similar provision is

'Transportation Act, 1920, sec. 407, Interstate Commerce Act, sec.

5(6)(b).
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made with respect tO' reorganizations, although such pro--

visions are now commonly included in the state laws.

It is evident from the foregoing notes on the Transporta-

tion Act that Congress wished to place upon the Interstate

Commerce Commission the burden of determining the prin-

ciples of capitalization to which all railroads must hence-

forth conform. This is a heavy task. Fortunately, how-

ever, it is a task that has already been faced by the regulat-

ing commissions of more than twenty states ; and their

pioneer experience will serve to guide the action of the

federal authorities.

Space does not permit of a discussion of all the prin-

ciples that have been developed by state commissions in their

coaitrol over security issues. Indeed, such a discussion has

really been made unnecessary by the able studies of Barron,

Bullock, Heilman, Ignatius, Ripley, and others.^ The re-

m.ainder of this chapter, therefore, will be confined to a study

of three problems that seem) particularly to warrant further

consideration. The first topic is the control of the issuance

price of shares of stock without par value; the second is

the limitation of bonds and other evidences of indebtedness

;

the third is the treatment of security issues already outstand-

ing.

(i) Control of the Iss^mnce Price of Shares of Stock

Without Par Value

Up to the present time, one of the chief objects of security

regulation has been to prevent the practice of stock watering

—that is, to prevent the issuance of shares for less than their

full par value. Now. however, it is proposed to issue stock

which has no par value. This raises a new problem. What
is now to determine the prices at which shares may be is-

' See the references to these authors in the Bibliography at the end

of this work.
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sued? And should the government set a price limit, or

should it leave this entirely to the discretion of the issuing'

company ?

To "these questions, many of the advocates of shares

without par value would have a ready reply. They would

insist that the removal of par values makes unnecessary any

governmental control of the issuance price. This conclu-

sion, they would say, follows from the very nature of the

new kind of shares. Each share represents, not a fixed

amount, but a fractional interest in the whole property.

Hence, the determination of the number of shares to be

issued, and of the issuance price, becomes merely a question

O'f dividing fthe shares into such sizes as are most con-

venient toi the investors. In this problem the government

has no direct concern—no more than it has in the question

whether or not a railway company should issue bonds in one-

hundred-dollar denominations or simply in. thousand-

dollar denominations. In fact, the two problems are pre-

cisely the same in principle.

A similar line of reasoning would apply to the question of

the propriety of a stock dividend. With par value removed,

a stock dividend is supposed tO' mean nothing but the divi-

sion of shares intoi smaller, more convenient claims. It

does not necessarily indicate an increase in the value of the

property, and therefore it need not be made contingent on

such an increase.

Already, however, we have seen the weakness of this argu-

ment.^ It assumes that the removal of par values will cause

stockholders tO' think of their shares as representing nothing

but fractional interests in the total earnings and assets of the

company. But this assumption is not justified. Investors

will continue to think oif their shares as worth a certain

relatively fixed amvount, an amount determined in their

1 Pp. 126-27, supra.
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minds by the price that they paid for their holdings, by the

dividend record, and by the recent market quotations.

Under these circumstances, if the number of shares is in-

creased without a corresponding increase in earning power,

the investors will be influenced by their current notions

as to the value of each share, and they will therefore not

fully discount the reduction in the equity behind each share

that is occasioned by the new issue. The result will be in-

flation of market values, a result which, as we saw in an

earlier chapter, is responsible for most of the harm done by

stock watering. '^

The danger to which we have referred, however, applies

only to increases of stock issue and not to original issues

made at the inception of an enterprise. In the latter case

there is no established market value by which investors may

be deluded. Here, then, it will be safe for the government

to allow the corporation to set its own issuance price, sub-

ject, however, to the very important condition that stock

must be offered on equal terms to everyone."

But with subsequent issues of stock a different rule

should prevail. The government should require that the

shares be sold at their full market value, or not far below

it. The object of this requirement is to prevent the increase

in the number of shares from being disproportionate to

the increase in the earning capacity of the property. In

this way the danger of inflation to which we have referred

will be removed.

This rule, that shares of stock of public service corpora-

tions must be sold at their market value, has been applied

1 Chap, ii, pp. 50-57.

''This proviso is especially necessary with respect to payment of

stock to promoters. The government must set a value upon the pro-

moter's service and must see that the amount of stock going to the

promoter does not exceed his just claims for services rendered.
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by some governments even where the shares are given a

par value. In England the principle has been widely ac-

cepted for local public utility companies, sale at auction

being a customary requirement. According to trustwor-

thy reports, the British experience has proved highly suc-

cessful.^ In America, a similar policy has been followed

by Massachusetts." Here, however, the plan has met with

some difficulties. During a period of falling security prices

it has been impossible to obtain a ready market for shares

of stock when offered at public auction or when offered to

stockholders at the prevailing market prices of the old

shares. On that account, the Massachusetts law was
modified in 1908 so as to permit railway companies to

issue shares at a price to be determined by the stockholders

but subject to approval by the Railroad Commission, which

must see that the price is not " so low as to be inconsistent

* Robert H. Whitten, Regulation of Public Service Companies in

Great Britain (New York, 1914), ch. iii. In England the requirement

that all shares of stock be sold at public auction is an integral part of

the method of rate control to which local public utilities are subject.

The British method, unlike the usual American method, is to base the

rate of return directly on the securities rather than on the valuation

of the entire property. Thus, a company may be allowed to charge

rates sufficient to pay a ten-per-cent dividend on its outstanding stock.

But in order to give the pubHc the benefit of the very lowest possible

rate of return on the invested capital, companies are required to sell

their stocks (except the original issues) at the full market price. In

this way, if a share of stock paying ten-per-cent dividends would sell

for 200, the public would enjoy the use of capital at the rate of only

five per cent. There is much to be said for this plan of rate regulation.

Its adoption for our own railways has been advocated in a number
of able articles by John Bauer; see, especially, "The Control of Return

on Public Utility Investments," Political Science Quarterly, vol. xxxi

(1916), pp. 260-88. See also Whitten, op. cit., ch. xiv.

*See Ripley, Railroads: Finance and Organization, pp. 297-301;

Charles J. Bullock, " Control of the Capitalization of Public Service

Corporations in Massachusetts," American Economic Association Pub-
lications, series no. 3, vol. x (1909), pp. 384-414.
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with the public interest." The commission has interpreted

the above-quoted clause as requiring an issuance price " not

materially lower than a price which would assure a ready

market for the issue."

In view of the Massachusetts experience, it may be

found advisable for the federal government to adopt a

similar compromise measure permitting the issue of stock

at a few points below the prevailing market prices of the

old shares. Such a concession, while not ideal, would cer-

tainly create no* serious danger of inflation.

If it seems wise to fix the issuance price of stock at not

far below its market value, what shall we say of stock

dividends? Of course, to permit stock dividends is just the

reverse of requiring the sale of stock at its market value.

Yet one cannot deny that a stock dividend may sometimes

have a legitimate object. This object is to divide the

stock into smaller shares when the value of each old share

has become inconveniently large. Not only the stockholders

but also the public may derive benefit from such a division;

for the divided shares can be issued at higher relative prices,

and consequently the cost of raising capital can be reduced.

Where a case of this kind arises, permission to issue the

stock dividend should probably be granted. The danger,

of course, is that the increased number of shares will cause

an inflation in values. But this danger can probably be

minimized, although perhaps not entirely removed, by giv-

ing full publicity to the fact that the new stock does not

represent any increase in actual capital.

(2) Restriction of Indebtedness

Several times in the course of this study the fact has been

emphasized that overindebtedness is a menace to corporate

credit of far more serious character than is an overissue of

common stock. With respect to railways today, that re-
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mark is especially in point. The increasing tendency of

railway companies to finance their capital requirements by

the sale of bonds or notes rather than by the issuance of

stock has occasioned alarm amoiig all persons familiar

with the problem. To remledy this dangerous situation by

bringing about a safer balance should be one of ithe chief

aims of government control.

How, then, is this end to be attained? The first pre-

requisite is a more liberal policy of rate regulation. As a

lesult of the higher operating costs, railroads, within recent

years, have suffered so severe a fall in their net earnings

that they have been unable to market their stocks ; they have

been forced to resort almost entirely to bond issues or to

note issues.

But the allowance of increased rates, necessary as it is

for the purpose in question, is not enough. It will help-

to give railways the power to keep their debts within

safe limits, but it may not give themi the will tO' do so.

Adversity, in the past, has not been the o'nly cause of over-

indebtedness
;
prosperity also has led to much the same

result with certain railways. Some of the most reckless and

fatal cases of overbonding have occurred during a period

of prosperity, when speculative managements have capital-

ized the high earnings by inflating the funded debt as well

as by watering the stock. In this way the controlling in-

terests have been able tO' profit by trading on a narrower

equity.^ Two examples in recent railway history are

^ Our American system of rate making has the unfortunate ten-

dency to encourage this "trading on a narrow equity," for it allows

a given rate of return on the entire " fair value " of the property irre-

spective of the nature of the outstanding securities. For example, if

the rate of return on the property value is fixed by the government

at eight per cent, it will be to the interest of the stockholders to raise

the largest possible amount of capital by the issuance of bonds bearing

a rate of interest lower than eight per cent. The stockholders will'

gain the difference between the rate of interest on the bonds and the
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Rock Island and Alton. In both of these instances the

funded debt was increased, not to secure necessary funds

for improvements, but simply to enrich the controlling stock-

holders/ These lessons of experience should not be for-

gotten. They prove conclusively that a mere return of

"good times " will not guarantee a return of good credit;

there must be safeguards against the abuse of prosperity.

These safeguards must be secured by regulation.

Two very different problems are involved in the reg-

ulation of bond and note issues by the govemmenit. The

one concerns the control of proposed new issues; the other

concerns the treatment of issues already outstanding. In

the present section we shall discuss simply the first question,

leaving the matter of existing capitalization for later study.

In deciding upon a proper method of control, the federal

government will naturally turn for precedents to the various

states. A canvass of the states on this point discloses two

divergent policies: The one policy is to set a definite

statutory limit to the amount of debt that a railway company

may incur ; the other policy is to give to the regulating com-

mission authority to fix such a limit as may be deemed ap-

propriate in each individual case.

Most of the states that adopt the first policy set the limit

at a certain ratio of bonds to stock, the proportion of bonds

varying from two-thirds of the capital stock, as in Iowa,

Nebraska, and Utah, to twice the stock, as in Delaware,

Massachusetts, and Pennsylvania.^ In many states the limit

is fixed at equal pontions of stocks and bonds, or of stocks

and total indebtedness.

eight-per-cent return on the property. This defect of our system of

rate regulation is not present in the English system, noted above

(p. 138, note i), by which the rate of return is fixed directly on

the securities rather than on the valuation of the property as a whole.

1 See pp. 55-56, supra.

' For the different state laws see Barron, op. cit., pp. 176-78.
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Among those states that do not fix a statutory limit,

different practices prevail. The laws of several states grant

to the regulating commissions specific authority to limit the

proportio'n of bond issues. The statutes of Wisconsin and

Indiana direct the commissions to fix a " reasonable pro-

portion " of bonds to stocks, while the California law gives

the Railroad Commission authority to permit bond issues

equal to, in excess of, or below the amount of capital stock.

In other states the laws make nO' reference to the restriction

of indebtedness, but, nevertheless, the commissions of some

of these states have interpreted their general authority to

approve or disapprove security issues as giving them the

power to restrict the ratio of bonds to stock.^

Those commissions that assume discretionary authority

have generally adopted the principle that bond issues should!

not be permitted to exceed such limits as will give reason-

able assurance that interest and discount can be met out of

curre'nt earnings." Sometimes, in order tO' have some defi-

nite standard, commissions have fixed a proportion O'f bonds

to stock, or of total debt to value of the property, which

should ordinarily set the limit to the amount of borrowing.^

' Such was formerly the position of the two public service com-

missions of New York State ; but several recent court decisions have

thrown doubt on their authority to limit bond issues, provided that

these issues are for lawful purposes : See Re Dry Dock, East B'way

and Battery R. R. Co., 7 P- S. C. R. (ist Dist. N. Y.) 59 (1916), and

Re Hudson River & Eastern Traction Co., 3 P. S. C. R. (2nd Dist.

N. Y.) 172 (191 1). On the other hand, the New Jersey commission,

under a law similar to that of New York, has been upheld by the

court in its assumption of control over the relative amounts of bonds

and stocks: 3 Ann. Rep. N. J. P. U. C. 16 (1912) and 4 ibid., 3 (1013)-

' See, for instance, N. J. P. U. C, Conference Order No. 7 and

Conference Ruling No. 13, and Cal. R. C. Rep., year ending June 30,

1913. pp. 174-75-

*The California commission has fixed 80% of the property value

as the usual Hmit (op. cit., p. 175); the Indiana commission will not



143] FEDERAL REGULATION OF SECURITIES 143

But such rules are not rigidly followed ; they are generally

waived when a company is otherwise unable to raise neces-

sary funds.

Of the two above-mentioned policies prevailing in dif-

ferent states which should be adopted by the federal govern-

ment—the one which provides a definite statutory limit,

or the one which gives full discretion to the regulating com-

mission? Or is some compromise measure desirable?

The present Transporation Act, to be sure, seems to accept

the principle of giving discretiomary powers to the Inter-

sitate Commerce Commission. But this act is only an ex-

periment; if a change is desirable, it can be made.

Each of the two policies has its own merits, and also

its own shortcomings. A statutory limit has the distinct

advantage of setting something definite on which a rail-

way management may base its financial plans and on which

a commission may form its decisions. The benefit of a

definite guide of this kind is not to be appraised too lightly.

Railway managemients know what to count on ; they are able

to make their financial arrangements with definite knowledge

of the amounts which they must raise by the sale of stock

or by the reinvestment of earnings. In other words, they

do not need to speculate on the uncertain outcome of a

commission ruling, and, therefore, they are not tempted to

gamble upon the prospects of a lenient decision forced from

the commission under the plea of dire necessity.

Not only the company but also' the regulating commis-

s'ion is in a stronger position when it is acting under a defi-

nite statutory rule. In the absence of such a rule, its

position at law is somewhat precarious. Even where the

law follows the example of Wisconsin and Indiana by

allow the bonds to exceed the total investment, except possibly in

emergency (P. U. R. 1918 E 311) ; the Maine commission sets the

ratio of bonds to stock at two to one (P. U. R. 1917 B 898).
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granting specific power to the public service commission to

fix a " reasonable proportion " of bonds to stocks, it is un-

certain to what extent the courts will uphold the commis-

sion in the use of its discretion. In their solicitude for the

freedom of action of the private owners and in their caution

against the delegation of legislative powers, the courts may
possibly put serious limits on the authority of a commission

to restrict bond isssues. May they not hold that any in-

crease in bonds must be permitted unless it is clearly and

convincingly unreasonable? For example, would they up-

hold a commission if it should adopt the conservative policy

of limiting bonded debt to half the value of the property?

It is doubtful.

On the other hand, the principle of statutory limit has

also its serious defects. Its very merit of definiteness is

also its weakness. For it fails to take account of the

peculiar circumstances that make each case properly a matter

for separate consideration. For example, it makes nO'

provision for emergency cases where companies lack the

credit to sell stock and where they must issue more bonds or

notes in order to raise necessary- capital. Special treat-

ment may be called for in such cases.

If the federal government were faced with the simple

dilemma of choosing between a rigid statutory rule and the

grant of full discretion to the Interstate Commerce Com-
mission, it would probably do wisely to accept the second

alternative. But is it necessary to adopt either extreme?

Is there no compromise measure that will combine most of

the merits of a rigid debt limit with the advantages of a

flexible system? Probably there is. What is needed is a

normal debt limit, to be set by statute, but subject to modifi-

cation in cases of necessity. Such a measure would be

analogous to the provisions of our present national bank-

ing law. which fixes a minimum ratio of cash reserves to
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deposits, but which gives to the Federal Reserve Board the

power to waive the reserve requirements in cases of

emergency.

Without attempting to fonnulate the details of this com-

promise measure, let us consider the general features of

such a plan. First, there must be a normal debt limit.

We have already noted that many of the states set this

limit at a certain ratio of stocks to bonds. But a more un-

satisfactory standard could hardly be suggested. No pru-

dent invesltor with the slightest knowledge of corporation

finance would accept the ratio of outstanding bonds to

stock as even a rough measure of the solvency of a corpora-

tion. Any number of circumstances may destroy the

significance of such a measure: The stock may be watered,

on the one hand, or may have been issued at a premium, on

the other; the bonds may bear a high or a low rate of in-

terest; the company may have heavy fixed charges not

represented by the outstanding bond issues, such as interest

on floating debt, rentals of equipment or O'f track, amortiza-

tion charges ; the net earnings may be unusually low, or un-

usually high, as compared with the investment.

Some other test, then, should be substituted for the

above-mentioned one in fixing a proper debt limit. Prob-

ably the most satisfactory one is the proportion of fixed

charges to net earnings. For example, the law might pro-

vide that railroads must not incur any debt, or assume any

other obligations, which would raise their total fixed charges

to more than a certain percentage of the average net earn-

ings during the preceding five-year period. Such a standard

would be far superior to the current one based on the ratio

of bonds to stocks. While by no means perfect, it would

•at least afford a rough test of safety and that is all that can

be expected of any hard and fast rule.^

•Possibly a better limit than the above would be a certain ratio of
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So much, then, for the statutory limit. But that limit

should be subject to relaxation in cases of necessity. Just

as the Federal Reserve Board may waive the reserve re-

quirements of the federal reserve banks or of the member
banks, so should the Interstate Commerce Commission have

the power to make special concessions to railway companies

with respect to their debt limits. Whether or not the law

should attach certain penalties, conditions, and restrictions

to the grant of such concessions, or whether that matter

should be left entirely to the judgment and discretion of the

Interstate Commerce Commission, is a problem of detail

that need not be discussed here.

(_^) Scaling Down of Existing Capitalisation

Governmental regulation of railway finance labors under

the very serious handicap that it has begun late in the game.

It has come only after years of financial abuse; it takes ef-

fect when many railways are seriously overcapitalized and

when the majority of railways are overindebted. Until

this situation is remedied, until the weaker roads are com-

pelled to readjust their outstanding obligations so as to

make their capital charges commensurate with their earn-

ings, it will avail little to attempt to regulate future security

issues. One cannot build solidly except on a solid base.

What, then, is to be done at this late hour ? Should there

be a drastic and immediate scaling down of excessive capi-

talization, or should the readjustment be moderate and

gradual? In either case, how is the end to be attained?

Fortunately, one of the problems that have hitherto

caused much difficulty in financial reorganizations need

give but little concern in ithe present instance; namely, the

total expenses (operating expenses, taxes, and fixed charges) to gross

earnings. Cf. Lawrence Chamberlain, The Principles of Bond In-

vestment, 3d ed. (New York, 1913), pp. 276-78.
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problem of reducing the total capitalization of a company

so as to make it correspond to the assets. That difficulty is

disposed of by the conversion of all outstanding shares of

stock into shares without par value. The removal of the

par values will minimize the necessity of any reduction in the

number of shares held by present stockholders.

But a far more difficult and important problem remains

in the necessity of cutting down the fixed charges of over-

indebted railway companies. For it cannot be too fre-

quently emphasized that overindebtedness, rather than over-

capitalization in the ordinary sense of the term, is the in-

cubus on American railways today.

If constitutional difficulties were not in the way, a strong

case could be made for a federal statute requiring all over-

indebted companies to reorganize at once on a sound financial

basis. Such a law would seem harsh to existing investors

;

yet it might be justified in the public interest. And even

the investors might ultimately gain rather than lose, as they

would be required merely to exchange bonds and notes for

stock without yielding their right to whatever earnings the

valuation of the property may entitle them to receive.

But we hardly need argue the merits and demerits of such

a law ; for it would almost certainly be held unconstitutional.

There is, to be sure, a possibility that a reorganization of

the kind mentioned might be upheld in court if it were made
an incidental feature of an act requiring the consolidation

of all interstate carriers into a few large companies under

federal charter. But even that procedure would be of

doubtful constitutionality.

These same constitutional difficulties have been met by

the various state commissions in their attempts to regulate

public utility securities. With two or three exceptions,

therefore, the -state commissions have not attempted to

scale down capitalization already outstanding but have con-
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fined themselves to the supervision of new security issues.
'^

Gradually, it is hoped, this moderate policy will bring the

companies to a healthy financial condition—in some cases

through the reinvestment of earnings or the increment of

property values, in other cases through bankruptcy, receiver-

ship, and reorganization.

Whatever one may think of the ultimate possibilities of

this Fabian method, one must admit that it is woefully

slow. As to a gradual readjustment through the invest-

ment of earnings, that is the ver}^ thing that a financially

weak compan)" cannot do. It has no surplus tO' invest.

Only strong companies, like the Pennsylvania Railroad, can

be counted on to turn back large earnings into their property.

As to bankruptcy and reorganization, that may be deferred

indefinitely. By skimping maintenance charges and by

making no extensions and improvements, an overbonded

company may keep up a miserable existence for years with-

out becoming formally bankrupt. Meanwhile, of course.

the public suffers from poor service.

Not all states, however, have been content tO' leave exist-

ing security issues alone. Massachusetts and Texas are

notable exceptions. These states have adopted the policy

of refusing to sanction new security issues whenever the

proposed issue would bring the total capitalization out of

proportion to the property values. Under this rule, an

overcapitalized company is compelled to scale down its out-

standing securities before it may make any further issues.

In the execution of this general policy, the methods of

Massachusetts and of Texas differ materially. The prac-

tice of Massachusetts is determined by precedents set by

1 See Heilman, " The Development by Commissions of the Prin-

ciples of PubUc Utihty Capitalization," Journal of Political Economy,

vol. xxiii (1915), pp. 888-92; Ignatiu-s, Pinavcivg of Public Service

Corporations, pp. 294-96.
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the regulating commissions; that of Texas is determined by

statute. Consequently, the rule has been applied less rigidly

in the former state than in the latter.

With what success have these efforts met? Are the re-

sults sufficiently satisfactory to warrant imitation by the

federal government ? Judging from' the experience of Mas-

sachusetts, one might conclude that the experiment is suc-

cessful, at least with respect to gas and electric companies.

For Massachusetts is probably the only state in which the

local public utilities are, for the most part, conservatively

capitalized. Yet Massachusetts really furnishes no ade-

quate test. In that state, regulation began before overcapital-

ization had become prevalent. Therefore, the problem of

scaling down existing security issues has not been a serious

one.

The case of Texas, however, is quite different. When
Texas first undertook the regulation of railroad securities,

overcapitalization had already been carried to absurd

extremes. The famous Stock and Bond law O'f 1893 was »

belated attempt to cure the evil. According to that law,

railroad companies are forbidden to issue bonds in excessi

of the " reasonable value " of their property as determined

by the Railroad Commission, except that in emergenciesi

railroads may be allowed tO' issue stocks and bonds which,

together, will not exceed the property value by more than

fifty per cent.

Most writers agree that the results of this law of 1893

have not been satisfactory.^ To be sure, the statute has led

to a material reduction in capitalization ; but it has also

acted as a serious check to the raising of new capital.

1 For discussions of security regulation in Texas see Ripley, Rail-

roads: Finance and Organisation, pp. 301-6, and articles listed in the

Bibliography, infra, under the names, R. C. Duff, Lewis H. Haney,

E. T. Miller, Charles S. Potts, Railway and Engineering Reznew,

Edward P. Ripley, and R. A. Thompson.
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Rather than submit to a reduction of their oaitstanding se-

curity issues, railway companies have simply avoided making

new issues.

Recognition of the unfortunate tendency of the Stock

send Bond law to check investment has caused the Texas

legislature to modify the provisions considerably. It is

now provided that a railway may issue new securities for

extensions and for doublentracking, regardless of the amount
of capitalization already outstanding. No doubt these

modifications have helped to remove the check to the rais-

ing of new capital, but they have done so simply by a sur-

render of the very principle on which the original act was

based.
^

It must be admitted, then, that the experience of Texas

in its attempt to scale down redundant security issues is not

such as to invite imitation by the federal government. But

are we to conclude that the task of readjusting existing capital

burdens is hopeless, and that the wiser course is to follow

the precedent set by the other states in taking account only

of future security issues? This conclusion does not follow.

The fatal defect of the Texas plan is that it applies the pres-

sure in the wrong place. The only punishment meted out

to companies for failure to scale down excessive capitaliza-

tion is refusal to permit them to issue further securities.

But this is a punishment that hurts the public more than the

company. What is needed is some form of governmental

action that will induce financially weak companies to reor-

ganize, but which will not give them the alternative of re-

maining unregenerate simply by declining to apply for

permission to issue new securites. How is this end to be

accomplished ?

The means to this end are to be found in a wise: exercise

of the powers of government over railway rates and railway

^ See pp. 92-93, supra.
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service. These powers may be exercised in such a way as

to compel or induce overbonded, miscapitalized companies

to submit to reorganization. Compulsion may be used by

a policy of severity toward the companies that fail to re-

organize
;
persuasion, by a policy of liberality toward those

companies that make the necessary capital readjustments.

There are numerous measures by which this policy of

discrimination can be enforced. Rate control furnishes

one possibility. It is a well recognized fact that the govern-

ment enjoys a considerable latitude in its power to fix

rates. The courts, to be sure, will protect a railway in its

right to a " reasonable return on the fair value of the prop-

erty." But the rate of return that the courts uphold as

" reasonable " is the minimum rate—a rate usually consider-

ably beloAv that which is required in order to maintain the

credit of the railway company. Suppose, now, that Con-

gress were to fix a minimum rate, just high enough to

satisfy the courts in their protection of property rights,

which every railway is tO' be permitted to earn. Suppose

further, that it sets a higher rate of return, which may be

earned only by those railways that conform to certain

standards of proper capitalization—standards based, per-

haps, on the relation of fixed charges and preferred divi-

dends to the valuation of the property. The application of

this differential rate will hasten the reorganization of finan-

cially top-heavy railways, either through voluntary action

on the part of security holders or through bankruptcy and

foreclosure proceedings.

The use of the rate-making power may be supplemented

by other forms of pressure. Service requirements may be

enforced without leniency. Weak railways are frequently

able to postpone bankruptcy only by allowing their service

to deteriorate. If required to improve their service, to

establish grade crossings, to replace worn-out rails, and to
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purchase new equipment, they would be forced quickly into

a receivership. Now the government, within limits, has the

power to enforce reasonable service standards. Especially

where the safety of the traveling public is at stake, its

authority has been upheld in court. Let the government

enforce these standards rigorously, and let the railways

take the consequences if their financial structure makes it

impossible for them tO' fulfill their obligations as public

servants.

It must be admitted that the policy suggested above—the

policy of forcing hopelessly overcapitalized railway com-

panies to submit at the earliest possible moment tO' a

thoroughgoing readjustment—breaks violently with the

tendency of the past and with notions current at the pres-

ent time. Hitherto', it seems generally to have been as-

sumed that leniency rather than rigor is properly to be

shown to financially weak railway companies. Instead of

hastening a receivership and reorganization, the effort has

been to avoid it. This has been notably the case with the

New England railways ; forbearance has marked the treat-

ment of these mismanaged companies. Laws have been'

passed validating previous illegal acts and permitting new
corporate action otherwise forbidden by statute. Every-

thing has been done that could well l>e done to forestall the

threatened bankruptcy.

This past practice of tempering the wind to the shorn

lamb may or may not have been wise. Certainly bankruptcy

and receivership are unfortunate occurrences, unfortunate

both to the public and to the private investors. But one

must admit tliat the situation today is unusual. We have

come to a crisis in our railway affairs. Railway credit must

be revived, and revived at once. At a time like this,

stronger medicine is required than may have seemed neces-

sary in the past. Measures that once might have seemed
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too radical are now the only alternatives to the more radical

step of government ownership and operation.

So far we have emphasized the wisdom of reversing the

present policy of leniency toward miscapitalized railways.

Equally essential, however, is the adoption of a liberal

policy toward those companies that are wilhng to cooperate

with the govemment in putting themselves on a sound

financial footing. To state the case more concretely, the

holders of junior bonds or notes in an overindebted rail-

way should be induced to exchange their loans for shares

of stock, not merely by the threat of loss in case the ex-

change is not made, but also by the prospect of a liberal

return if the conversion is accepted.

After all, no policy of governmental control of securities

can do much to restore railway credit unless it is accom-

panied by a policy of rate control that will make the stock

holdings of properly financed raikuays an attractive form of

investment. To that end, a dividend rate should be al-

lowed that is sufficiently above the current yield of bonds to

compensate for the extra risk. If the public is unwilling

to grant that extra rate, if it begrudges more than a " savings-

bank rate" of interest, it would better proceed without de-

Jay to adopt a program of government ownership ; for under

these conditions, private ownership is bound to fail.

Summury

The Transix>rtation Act of 1920, in its provisions for

federal control of railway securities, follows the main out-

lines of the more recent public utilities laws of the various

states. It differs, however, from^ most of these laws in

giving to the regulating commission the widest discretionary

powers instead of making specific rules on which decisions

must be based.

Among the many problems that will arise under the new
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plan of financial negulation, three are of special importance

:

(i) the control of the issuance price of stock where the

shares are without par value; (2) the restriction of indebt-

edness; (3) the treatment of security issues already out-

standing.

The first problem raises the question whether or not the

removal of the par value from shares of stock makes it un-

necessary for the government to co^itrol the issuance price.

To this question the proper answer seems to be that the

price of an initial issue of shares may safely be left to the

discretion of the directors, but that subsequent issues should

be required to be sold at not far below the full market value.

This latter requirement is for the purpose of preventing the

speculative inflation that often results from the issuance of

shares to stockholders at an unduly low price.

The second problem concerns the limit that should be

placed on the power of a railway corporation to incur debts.

On this point two distinct policies have prevailed in dif-

ferent states : The one policy is to fix a statutory limit, usually

a certain ratio of bonds to stock; the other policy is to give

the regulating commission authority to set such limits as it

may deem appropriate to the particular circumstances. This

chapter proposes a compromise. Let a definite nornval debt

limit be fixed by statute, but let the Interstate Commerce
Commission have the authority to set aside this limit when-

ever circumstances require. The statutory limit, however,

should not be the one now prevailing in the different states.

Instead of setting a proportion of bonds to stock, the law

should fix a normal ratio of fixed charges to net earnings.

The latter ratio is much superior to the former as a test

of the solvency of a railway corporation.

The third problem—treatment of existing security issues

—is the most puzzling of all. Both constitutional and

practical difficulties are present. Under ordinary circum-
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stances, therefore, one might be inclined to leave outstand-

ing securities alone. Indeed, most of the states have done

just that. But railway credit, today, is in such a critical

condition that a more radical policy is called for. There

must be a speedy reorganization of grossly overbonded rail-

ways in order to leave a clean sheet for sound financial prac-

tices in the future. The government, therefore, should

use all legitimate means in its power to hasten such reor-

ganizations. This end may be accomplished by adopting

a policy of severity toward recalcitrant companies and a

policy of liberality toward those companies that conform

to the standards of sound capitalization.
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Court and Commission Decisions on the Relation of

Capitalization to " Fair Value "

There is no present occasion tO' cite at length the decisions

on this subject, in view of the excellent digests that are

already available/ It is sufficient to summarize the situation,

and to present some points of interpretation which may
not have been fully discussed elsewhere.

7. The Courts

In a legal discussion of the relation of capitalization to

fair rates, the famous dictum in Smyth v. Ames ^ is the

starting point. This dictum, which has already been

quoted,* mentions " the amount and market value of its

stocks and bonds " as one of the elements to be considered

in determining the " fair value " of a public service com-

pany. Does this mean that the amount of the securities

must be considered, evai if it is known to exceed the actual

cost of the property? That question is answered in the

Smyth decision as follows :

*

If a railroad corporation has bonded its property for an

amount that exceeds its fair value, or if its capitalization is

1 Whitten, Valuation of Public Service Corporation, vol. i, Index

s. V. "Capitalization," vol. ii, pp. 874-92; Beale & Wyman. Railroad

Rate Regulation, 2nd ed., 1915, pp. 220-229.

M69U. S. 466 (1898).

3 Pp. 21-22, supra.

*Ibid., p. 544-
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largely fictitious, it may not impose upon the public the burden

of such increased rates as may be required for the purpose of

realizing profits upon such excessive valuation or fictitious

capitalization; and the apparent value of the property and

franchises used by the corporation, as represented by its stocks,

bonds, and obligations, is not alone to be considered when de-

termining the rates that may be reasonably charged. . . .

It must be conceded that even this statement is not quite

as clear-cut a disavowal of the right tO' earn a return on

watered securities as might be desired: it still leaves the

feeling that perhaps such securities are entitled to a

little consideration, although not to very much. But the

course of subsequent court decisions, including that of the

Supreme Court itself in Knoxville v. Knoxville Water Co.,^

leaves little doubt in the matter. In the Knoxville case the

court said:

Counsel for the Company urge rather faintly, that the

capitalization of the Company ought to have some influence

in the case in determining the valuation of the property. It

is a sufficient answer to this contention that the capitalization

is shown to be considerably in excess of any valuation testified

to by any witness, or which can be arrived at by any process

of reasoning.

Other courts, both state and federal, have uniformly fol-

lowed these precedents, denying the right tO' a return on

excessive securities. Whitten, Beale, and Wyman cite

numerous examples.

//. The State Public Service Commissions

The various state public utility commissions are almost

unanimous in declaring that capitalization, when deter-

mined without governmental approval, shall not be made a

1 212 U. S. I, II (1909).
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basis of valuation. Only one partial exception has come to the

writer's attention; namely, that of the Maryland Public

Service Commission, which considers itself bound by a

peculiar clause in the public sei"vice law of the state to pro-

tect " as far as possible " the value of the bonds issued

prior to the act/ With respect to stock issues, the Mary-
land commission follows the practice of other states in

assuming to disregard par values.

In order to conform to the letter of the Smyth v. Ames
decision, which requires that the amount and market value

of the stocks and bonds be considered, the customary pro-

cedure of the commissions has been to take evidence on the

capitalization and on the return on securities. But if capita-

lization is found to be excessive, the statement is usually

made that the commission has " considered " the amount of

the stocks and bonds, and has determined that it should be

disregarded, or given little weight, in fixing a rate.^

' Bachrach v. Consolidated Gas, Electric Light and Power Co. of

Baltimore, Ann. Rep. Md. P. S. C, 1913, p. 39.

*Whitten, vol. ii, p. 874-92, cites decisions of various public service

commissions with respect to capitalization as a factor in " fair value."

More recent cases are : City of Lincoln v. Lincoln Water & Lt. Co.

(111. P. U. C), P. U. R. 1917 B \\ Re Richmond Lt, Heat & P. Co.

(Ind. P. S. C), P. U. R. 1917 B 300; i?^ Kansas City Elec. Lt. Co.

(Mo. P. S. C), P. U. R. 1917 C 728; Re Newton Gas & Elec. Co. (N. J.

P. U. C), P. U. R. 1916 A 514; Moretz v. Edison Elec. Ilium. Co. of

B'klyn, 7 P. S. C. R. (ist Dist. N. Y.) 175; Ben Avon Borough v.

Ohio Valley Water Co. (Pa. P. S. C), P. U. R. 1917 C 390; Re Port-

land Ry., Lt. & P. Co. (Ore. P. S. C), P. U. R. 1918 B 266. In a re-

view of the above-cited New York case. Dr. John Bauer, referring

to the question whether capitalization should be considered in fixing-

a " fair value," remarks :
" The point involved, so far as the writer

knows, was never before so definitely set forth and argued by a com-

pany; and the commission's view may therefore serve as a leading and

commendable precedent" {American Economic Review, vol. vii [I9I7]^

pp. 438-42).
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///. The Interstate Commerce Commission

Of particular significance is the attitude of the Interstate

Commerce Commission. One of the well-known rate deci-

sions of this body is sometimes quoted as giving recognition to

capitalization even when it is clearly shown to be fictitious.

This was the Spokane case of 1909,^ in which complainants

against the railways made the plea that thirty million dol-

lars of the capitalization of the Great Northern represented

no investment in the property and hence should not be con-

sidered in determining a fair rate of return. To this con-

tention, Commissioner Prouty, in the ruling decision, re-

plied as follows
:

"

But we very much doubt whether in determining what rate

of dividend the stock of a r-iilway company may earn we can

properly deduct in every instance watered stock. It is im-

p>ossible to distinguish the spurious from the genuine. Those

who received their stock without consideration have usually

parted with it and that very stock, if it could be identified, is

owned by its present possessor for a valuable consideration.

The whole stock has gone upon the market, has assumed a

market value, has become the subject of investment by in-

nocent stockholders. We may undoubtedly and we should

have in mind the manner in which this stock was issued and

the consideration which was paid for it, but we do not think

that we should, for example, treat the outstanding stock of

the Great Northern as $120,000,000 and not $150,000,000.

These transactions ought to have been prevented to begin with.

Great sums might have been properly saved the public by

suitable supervision at the outset, but the evil has been done,

and for the most part cannot be safely undone. If this gov-

ernment in the past has permitted the " capitalization '" of

earnings and securities and the " conferring of benefits " it

ought not to-day to penalize the innocent holders of the values

thus created.

» 15 I. C. C. Rep. 376.

*Ibid., p. 410.
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The above quotation, however, is purely in the nature

of a dictuni, as the commission decided to require the re-

duction in rates without reference to this particular point

at issue. The same question was discussed in the ruling

opinion by Commissioner Prouty in the Eastern Rate Case

of 1911.^ Referring there to the Smyth v. Ames dictum

that the amount and market value of the securities should

be considered, Mr. Prouty remarked that, although coimsel

did not mention these matters, the commission regarded

them as entitled to consideration. But in the further dis-

cussion of this point, he seems to indicate that it is market

value rather than pa/r value which may constitute a claim

for protection. In this case, as in the Spokane cases, the

question of capitalization had no' effect on the actual deci-

sion; for it was held that in any event, no justification could

be found for the proposed increase in rates.

These two opinions of Mr. Prouty, in so far as they may
be interpreted as indicating a recognition of watered securi-

ties in the determination of a fair return, have found .no

acceptance in the later decisions of the comimlission. In the

Western Rate Advance Case of 191 1," which was decided

on the same date as the above-mentioned Eastern case.

Commissioner Lane remarked in the rulhig opinion that

"this commission cannot accept capitalization as represent-

ing either investment or value." In Railroad Commission

of Texas v. x\tcheson, Topeka, & Santa Fe Railway Co.,

et al.,^ decided in the same year. Commissioner Harlan said.

The capitalized value per mile of road is not to be regarded,

however, as having any signiiicance in this controversy, nor do

we attach any weight to the book value appearing on the ac-

counts of the Company.

^20 I. C. C. Rep. 243.

*2o I. C. C. Rep. 307, 320.

*20 I. C. C. Rep. 463, 474.
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In an expness rate decision of 1912/ Commissioner Lane

made the following statement:

There is no sacredness in the stated amount of the capital

stock of any company. When the courts speak of a return

upon the capital of a public utility they mean a return upon

the investment. The investor in a railroad, an express com-

pany, or a telegraph compaiiy should be compensated for the

sacrifice that he has made and not paid a premium because of

the manner in which he chooses to state his financial condition

or his expectations.

In the more recent rate-advance cases, the commission's

treatment of capitalization has been clear and consistent.

The amounts of outstanding securities have been considered

simply as evidence of the actual investment in the physical

property. For instance, in the Five Per Cent Case of 1914^

the commission based its conclusion that the returns were

inadequate on the showing that the ratio of net operating

inv^ome to book values had declined since 1900. The validity

of the book values themselves, as indication of true value.

was expressly denied. But it was believed that the com-

parative statements would give at least a rough indication

of relative investments during the period in question.

The same use of capitalization as an indication of real

values has been followed in the other cases, but always with

the attempt to distinguish the fictitious from the genuine.^

^24 I. C. C. Rep. 421.

*3i I. C. C. Rep. 3-51, Reopened, 32 Ibid., 325.

* Western Rate Advance Case, 35 I. C. C. Rep. 497 (1915) ; Anthracite

Coal Rate Case, 35 I. C. C. Rep. 220 (1915) ; Fifteen Per Cent Case,

45 I. C. C. Rep. 57 (1917)-
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Protection of Credit as a Factor in Commission

Rate Decisions

In Chapter I the point was made that commissions some-

times allow more than a " fair " rate of return in order to

bolster the credit of weak public service corporations. To
the extent that this is true, overcapitalization may result in

the allowance of excessive charges. We shall here consider,

iirst, the position of the Interstate Commerce Commission

and, second, the attitude of various state commissions. The

courts may be left out of account, as they generally assume

no authority beyond the guaranty of " fair " returns.

/. The Interstate Commerce Comnuission

In all the general rate-advance cases before this commis-

sion, the carriers have urged a declining railway credit as

the chief reason for raising rates. As Commissioner Lane

put it, in the Western Rate Advance decision of 1911,^ the

main contention of the carriers was that " we need the

money." In so far as this need for higher rates in order

to maintain credit may be due to unavoidably rising costs

of capital, or to higher operating expenses, the commission

has always recognized the plea as valid. But where the

weakness of credit is attributable to overcapitalization, or

to other causes for which the railways themselves are re-

sponsible, the argument has not been accepted so readily.

In the Eastern Rate Advance Case of 1911,^ it was urged

'20 I. C. C. Rep. 307.

'20 I. C. C. Rep. 243.
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by the carriers that their rates were insufficient to maintain

their credit. This fact was denied in the decision, but even

if it were admitted, the commission did not consider itself

at liberty to allow higher rates on that account. In the

majority opinion, Commissioner Prouty remarked:^

A fundamental economic fallacy underlies the proposition

that we should permit rates otherwise unreasonable for the

purpose of bolstering up the credit of our railways. It would

be much better for the government to guarantee these bonds

than to permit the people and the industries of this country to

bear the burden of unreasonable transportation charges.

A similar view was expressed in the first decision on the

Five Per Cent Case of 1914.^ In this case the carriers held

that rates were insufficient either to yield a " fair return
"

on the property or to attract capital. The commission stated

that it was deluged with letters from^ all over the country

pleading the need for higher rates in order to raise credit

to stimulate business. But it held that, even if it had the

will, it did not possess the power to raise rates for this

purpose. As to the necessities of the weak railways, it

said:'

No one could reasonably contend that the public should

pay higher transportation rates because once prosperous pro-

perties—like the New Haven, the Chicago & Eastern Illinois,

the Alton, and the Frisco, or the Cincinnati, Hamilton St:

Dayton—may now be in need of additional funds as a con-

sequence of mismanagement.

The commission, however, did concede the need for in-

creased revenues, although not on the grounds mentioned

^Ibid., p. 253.

'^31 I. C. C. Rep. 351.

'Ibid., p. 358.
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above. At the first hearings, the five-per-cent increase was

permitted only within the Central Fneighl Association and

not for the entire Official Classification Territory. But the

case was later reopened/ and a more general increase was al-

lowed on the ground that the earnings of recent months had

declined. While the new decision makes no' overt admis-

sion that the commission had changed its position with re-

spect tO' the question of credit, Commissioner Clements, in

his dissenting opinion, complained that in fact this plea of

the carriers was heeded. After referring to the weight that

the majority seemed to place on the book values, which were

obviously untrustworthy, he said :

"

If, now, to strengthen and maintain the credit of the car-

riers, regardless of the causes of its exhaustion or impairment,

and without the application of the usual tests of reasonable-

ness, these increases are justified, then, it seems to me that we
are only at the beginning of what I fear will be a train of de-

moralizing results, disappointing and embarrassing to all con-

cerned. It is by no means certain that it would not, in the

long run, be cheaper to the public to guarantee the bonds of

the weak roads unable to meet their obligations, rather than

to try to take care of them by increased rates, which inure to

the strong roads as well as to the weak.

This view of Mr. Clements, that the commission was in-

fluenced by the argument of the need to strengthen credit,

seeans to find support in the Fifteen Per Cent Case of 1917.'^

It will be recalled that in this case the railways urged the

existence of a dire emergency due to the war. Rising costs,

it was claimed, were threatening earnings at the very tim'e

when the railways must go into the market for large funds

in order to provide facilities required by the war. In its

^32 I. C. C. Rep. Z2S (1914)-

2 Ibid., p. 340.

»4S I. C. C. Rep. 303.
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decision, the commission admitted a need for higher earn-

ings and allowed certain increases, although it did not find that

any such emergency existed as would justify the immediate

general increase desired by the carriers. Certainly, in this

case, the main consideration was that of the expediency of the

increase rather than the question of fairness to investors.

It is of course quite possible that in this case the commission

may have considered the two questions to be identical, or

at least indistinguishable. But the fact that attention was

directed primarily to need rather than to justice is signifi-

cant. This position was taken even more unequivocally in

the concurring opinion of Commissioner Harlan.^

Up to the present, then, the position of the Interstate Com-

merce Commission with respect to credit requirements as a

separate factor in rate making must be considered somewhat

uncertain. Formally it is still on record as denying thel

claim ; practically it seems recently tO' have given it recogni-

tion.^

//. State Public Scrzice Commissions

The Massachusetts Public Service Commission has taken

a position similar to that of the Interstate Cominerce Com-
mission, denying its own authority to sanction " unreason-

able " rates in order to support railway credit. In its an-

nual report for 19 16 it iriade the following remarks under

the heading, " the Question of Credit :
" *

Beyond question the great need at the present time of most

^Ibid., p. 326.

- The Transportation Act of 1920 provides that the Interstate Com-

merce Commission, in determining a " fair return " on the property

value, " shall give due consideration, among other things, to the trans-

portation needs of the country and the necessity (under honest, efficient

and economical management of existing transportation facilities) of

enlarging such facilities in order to provide the people of the United

States with adequate transportation" (Sec. 422).

*4 Ann. Rep. Mass. P. S. C. xxv.
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of the steam railroads and street railways operating within the

Commonwealth is new capital. ... In view of this situation,

many have felt that the Commission, in dealing with questions

of rates or service, ought to be guided chiefly by its concepts

of what will do the most at the moment to promote the sale

of the companies' securities.

While this feeling is not unnatural, it is the product of a

one-sided point of view, and disregards the fact that the Com-

mission exercises no arbitrary power nor unfettered discre-

tion, but is the administrator of a definite code of laws by

which its action must be governed. . . .

It is quite possible that in certain cases an increase in rates,

though inherently unjust and unreasonable, may be expedient

as the lesser of two evils, but this is a broad question of

policy, which the legislature must decide in any given case,

and which has not been left to the discretion of this Com-
mission.

Not all commissions, however, have accepted this view

of their duties in rate making. The Maryland Public Ser-

vice Commission seems to have taken a different position

in the case of Bachrach v. Consolidated Gas, Electric Light

& Power Co. of Baltimore.^ This company had been heavily

overcapitalized as a result of consolidation ; capitalization

was $43,518,088, of which $29,358,000 consisted of bonds

and other debt, w^hile replacement cost depreciated was esti-

mated at perhaps $26,417,414, including five million dollars

for value of easements. Referring to the question of a

proper rate of return, the commission expressed itself as

follows

:

Whatever is done now must bear fruit in the future. The
citizens of Baltimore are dependent upon the Defendant Com-

pany for two of the prime necessities of modern life, and its

extension to meet the growing demand for its products is one

1 Report for year 1913, p. 39.
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of the conditions upon which the growth of the city and the

multipHcation and development of its industries depends. That

the sins of over-capitaHzation impose a burden upon the people

is undeniably true, and they cannot be too strongly condemned.

But the burden would not be lightened, but made heavier, if

conditions should be imposed upon the present management

of the Company, which is not responsible for the things that

we complain of, which would seriously impair its ability to

meet the just demands of the community for service.^

The rates which the commission finally fixed were esti-

mated to be sufficient to yield a return of over $500,000 after

payment of interest charges. In arriving at this " reason-

able return " the commission considered itself under obliga-

tion to protect the interest of the bonds pursuant to a

peculiar statute of the state mentioned in Appendix A. But,

in addition, it allowed an estimated surplus sufficient to pay

preferred dividends and to leave a small balance, in order

to support the company's credit.

The California Railroad Commission, according to the

testimony of one of its former members, has sometimes been'

compelled to allow higher rates in order to support the credit

of a weak company. In a report before the National As-

sociation of Railway Commissioners in 191 3, the late Com-
missioner Eshleman of California made a statement to this

effect and gave it as evidence of the need for security regula-

tion.^

Since our entry into the war, the need to support the

credit of public utilities has been more generally recognized

by the various state commissions. Thus, the Indiana com-

mission recently remarked that while a company must bear

its part of the war burden, it must nevertheless be kept in ai

^Ihid., p. 54.

* Proceedings of the Twenty-fifth Conventioji of the National As-

sociation of Railway Commissioners. 1913, p. 195.
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State of financial solvency/ The California comimiission

said that " in determining the rate of return . . . careful

consideration must be given, among other matters, to the

ability of the utility to secure additional funds necessary for

extensions, betterments, and improvements." " The New
York Commission for the Second District" permitted ai

company to earn rates sufficient for an extension of credit

under the rules imposed by the War Finance Corporation.

The commissions of Pennsylvania,* Maine,'^ and Oregon®

are on record as giving consideration to financial needs.

The New Jersey Commission^ has gone so far in its ef-

fort to supfKDrt public utility credit as tO' allow the Public

Service Electric Company tO' increase rates during the war

so as to pay eight-per-cent dividends after all fixed charges,

although no appraisal of the plant had been made. In its

decision, it said

:

We have not dealt with the value of the property in this

proceeding. In the existing emergency, the determining con-

sideration must be to keep the property in uninterrupted and

effective operation. This involves the payment of fixed ren-

tals and charges without regard to the value of property, since

failure to ratify such contractual rents and charges would

jeopardize uninterrupted operation.

1 Re Fisher, P. U. R. 1918 F GG2.

^Re San Joaquin Lt. & P. Corp., P. U. R. 1918 F 662.

*Re Empire Gas & Elec. Co., P. U. R. 1918 D 912.

* Re Springfield Consol. Water Co.. P. U. R. 1918 E 3S8.

^Re Lewiston, Augusta & Waterville St. Ry., P. U. R. 1918 E 681-

•Littlepage v. Mosier Valley Teleg. Co., P. U. R. 1918 E 425.

"•Re Public Service Electric Co., P. U. R. 1918 B 857.
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The Alton Controversy

Perhaps no other recent instance of stock watering has

received so much attention, or has been the subject of such

division of opinion, as the Alton recapitalization accom-

plished under the leadership of Mr. Harriman. Condem-

ned by one writer as combining " practically all of the pos-

sible abuses or frauds" of railway finance,^ it has been de-

fended by another as a perfectly innocent and proper pro-

cedure,^ while a third holds that " actual damage was done

to the company's credit, but nO' harm was done, or could

possibly have been done, to the travelling public." ^ In

1907 the case was investigated by the Interstate Commerce
Commission, which reported in temis of sharpest condem-

nation.* More recently, the matter has again been brought

to public attention by the controversy between Professor

Ripley, who supports the Interstate Commerce Commission

in its criticism, and Mr. George Kennan, who stoutly de-

fends Mr. Harriman's acts as above reproach.^ The points

1 Ripley, Railroads: Finance and Organization, p. 262.

"Kennan, see references below.

^Railway Age Gazette, editorial comment, "'Cost of Service' and

the Alton Case," vol. xlviii (1910), p. 222.

*12 I. C. C. Rep. 295 (1907).

'Ripley, op. cit., pp. 262-7; Kennan, "The Chicago and Alton Case:

A Misunderstood Transaction," North American Review, vol. cciii

(1916), pp. 35-54; Ripley, "Federal Financial Regulation," ihid., pp.

538-52; Kennan, "Misrepresentation in Railroad Affairs," ibid., pp.

871-82. Both of Mr. Kennan's articles have appeared, in revised and

amplified form, in separate monographs bearing the above titles (The

Country Life Press, Garden City, N. Y., 1916).

169] 169
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at issue in this controversy touch so closely upon the principles

develoj>ed in the early chapters of this treatise, that it will

be worth while to review them in detail. First, however,

let us 'note briefly the conceded facts of the case.

The Facts of the Case

At the end of the last century, the Alton was a conser-

vatively capitalized railway with a low indebtedness, mak-
ing excellent earnings and paying from seven to eight per-

cent dividends. But its management under President

Blackstone was not sufficiently progressive. It had failed to

keep pace with the modem development of transportation

facilities and had not even provided adequate allowances for

maintenance and depreciation. This fact, together with a

reduction in freight rates under increasingly keen competi-

tion, had been responsible for a decline in net earnings during

the 90's, with a consequent reduction in dividends from 8

per cent tO' 7^ per cent and then to 7 per cent.

In 1899, Mr. Harriman and his associates secured con-

trol through the purchase of nearly all the common and

preferred stocks at 175 and 200, respectively. Their an-

nounced policy was to make such improvements as would

put the road in first-class condition, and to develop the line

as a connecting link in the larger Harriman system. To a

measurable extent, both of these policies were carried out.

But the financial transactions involved in the program for

development were made the occasion for an increase in

capitalization far beyond the amount required in order

to secure the necessary funds. This inflation was ac-

complished by the following series of steps.

First Step, iSgg. Sale of thirty-two m'illion dollars, face

value, of three-per-cent bonds to stockholders—the syndi-

cate—at sixty-five. These bonds were later resold by the

syndicate at a very material profit. The average price ob-
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tained has never been made public, although the Interstate

Commerce Commission reported that ten million dollars of

the bonds were bought at ninety-six by New York life-

insurance cottnipanies. According to an estimate of the com-

mission, the average price was ninety, which would give a

profit of eight millions ; but this figure has been challenged

by Mr. Harriman's protagonists.

Second step, 1900. Payment of a thirty-per-cent extra cash

dividend on both classes of stock, amounting to $6,669,000.

The funds for the dividend were secured from the

proceeds of the above-mentioned bond issue. This left only

?i3,4io,ooo from' the issue of thirty-two millions of bonds

available for refunding and improvements.

In order to prevent the resulting excess of nineteen mil-

lions in capital liabilities from creating a deficit on the

balance sheet, the assets of the company were written up by

$12,444,177.66, with a corresponding credit to " Construc-

tion Expenditures Uncapitalized." Against the latter ac-

count were charged the thirty-five-per-cent discount on the

bonds and the cash dividend. This left a debit balance

which was transferred to Profit and Loss. The syndicate

justified this procedure on the ground that a surplus of over

twelve millions had l>een accumulated by the reinvestment

of earnings, but that this surplus had not, heretofore, ap-

peared on the books, owing to the practice of charging im-

provements to Operation instead of to Capital. Under that

interpretation, the bonds that were issued in excess of the

additions to property would amount simply to a capitaliza-

tion of the surplus.

Third step, iqoo. Formation of the Chicago and Alton

Railway, as a holding company to take over the stock of the

operating railroad. The reason given by the syndicate for

the formation of this new company was that the charter of

the old company would not permit the merger of some newly
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acquired lines. Exchange of securities was niade on the

followitig terms: For $3,472,200 par value of the old pre-

ferred, the holding company paid ten million dollars in

cash; for $18,322,400 par value of the old common, the

holding company issued $19,489,000 of its own preferred

stock and $19,542,800 common stock.

In order to raise the ten millions of cash in payment for

the preferred stock of the railroad, and also to secure an

additional three millions for the purchase of a branch line

owned by the Harriman syndicate, the railway company

sold to its stockholders (composed almost entirely of the

members of the syndicate) twenty-two million dollars, face

value, of 3^-per-cent collateral trust bonds, at 60, netting

the company about thirteen million dollars. As in the cas^d

of the earlier bond issue, these securities were issued much be-

low the market price, which ranged from' 78 to 86^ for two

or three years after the issue. Another source of profit

to the stockholders was thus tapped.

Fourth and last step, igo6. The holding company and

the operating company were consolidated to form the new
Chicago and Alton Railroad. In this case there was no

material increase of capitalization, the exchange of stocks

being on the basis of par for par, except for the issuance of

$879,300 " prior lien and participating " stock to take up

the small outside holdings of the original railroad stocks

on the basis of three new shares to one of old preferred, and

two to one of common. This step has not been the subject

of special criticism.

The total effect of these various financial transactions may
be seen in the following table, which compares the liabili-

ties of the old railroad in 1898 with those of the consoli-

dated company in 1906.
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Per cent

Liabilities Year 189S Year 1906 Increase Inc.

Common Stock $18,751,100 $19,542,800 $ 791,700 4

Pfd. & Prior L. Stocks . . 3,479.500 20,423,300 16,943,800 480

Total Share Capital . . . $22,230,600 $39,966,100 $i7>735,5oo 80%

Funded Debt Outstdg. .. 8,650,850 64,350,000 55.699.i50 644

Guaranteed Stocks 2,129,000 3,693,200 1,564,200 72,

Other Liabilities 940,957 5.865,056 4,924,099 525

Total Indebtedness .... $11,720,807 $73,908,256 $62,187,449 530%

Total Liabilities $33.95 1.407 $113,874,356 $79,922,949 235%

Against this increase in total capitalization of about

eighty million dollars was an additional investment in the

property, according to the company's own books, of only

eighteen million dollars.

Changes in Control of the Railway

Since tlie time of this financial reorganization, there has

been frequent shift in the controlling interests of the railroad.

In 1904, the company came under the joint control of the

Union Pacific and the Rock Island railroads, the former

having purchased a majority of the Alton preferred stock,

and the latter owning some of the preferred and nearly all

of the common.^ This arrangement lasted only until 1907,

when the "Clover Leaf" (Toledo, St. Louis & Western

Railway), a Hawley property, secured control through the

purchase of the Rock Island's interest. The Union Pacific

still retained, and continues to retain, its holdings of about

ten million dollars of the preferred, but it did not remain in

1 The Interstate Commerce Commission states that the Rock Island,

between 1903 and 1907, purchased $4,880,000 of the preferred and

$14,420,000 of the common at a total cost of $9,709,876.49. In 1907 it

sold all of this common and $4,100,000 of the preferred to the "Clover

Leaf" line in exchange for $4,110,000 series "A" bonds of the latter

road (for the preferred stock) and $5,047,000 series "B" bonds (for

the common stock). 36 I. C. C. Rep. 43 (1915).
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control after 1907; so that Mr. Harriman's connections

were severed at that time. More recently, since both the

Alton and the Clover Leaf roads have got into financial dif-

ficulties, the Union Pacific interests have again assumed

direction.

Rise and Fall of the Inco-me

So much for the financial circumstances and the changes

in control. Now for the effects on the well-being of the

railroad. Under the Harriman management, the physical

condition of the road was materially improved. Gross earn-

ings per mile increased 56 per cent from 1899 to 1907:

net earnings per mile increased 55 per cent. This rise took

place in spite of material reductions in rates. In 1907, the

income after payment of the heavy fixed charges was suf-

ficent to pay the 4-per-cent preferred dividend, with a surplus

of about 5 per cent on the common stock. When Mr. Har-

riman severed his connections with the road, in that same
year, he seemed to have left it in a condition of prosperity.

Current issues of railway and financial journals, comment-
ing on the remarkable growth of traffic, cited the case as

another instance of the effects of Mr. Harriman's golden

touch.

But beginning with the year 1908, the Alton record has

been almost steadily downward. To' be sure, gross earnings

have continued to increase with the exception of a few off-

years. Net earnings per mile, however, reached a limit in

1909 which was never exceeded or even again attained

until 19 1 7, under the extraordinary war conditions. At
the same time that income was falling off, fixed charges were

steadily rising. In 1912, there was a deficit after payment

of interest, and this has continued during every subsequent

year. Were it not for the financial support of the Union
Pacific, which has advanced the necessary funds, the Alton

would in all probability have become a bankrupt road.
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Professor Ripley's Criticisms

Professor Ripley places the responsibility for the recent

misfortunes of the Alton squarely upon the Harriman

reorganization. By that act, he says, the road was over-

loaded with a burden of fixed charges in excess of earni'ngs.

As a result, it has been unable to secure money for neces-

sary improvements, its service has deterioirated, and it

faces the " need of high rates for service in order to sup-

port the frauduletit capitalization."

Mr. Ripley lays great emphasis on the alleged attempt on

the part of the promoters to conceal the fictitious nature of

the increased capitalization by devious accounting methods

—by writing up the assets and charging the 30-per-cent cash

dividend and the bond discount to the resulting surplus, and

by using the holding-colmiDany device in order to conceal

the financial position of the operating company.

Mr. Kemian's Reply

In his reply, Mr. Kennan admits the facts of the fictitious

increase in capitalization, but insists that the transactions

were entirely legitimate, that they were not concealed, and

that they resulted in no injury to the company. The chief

points in his attack on Mr. Ripley's argument may be stated

and examined in turn.

I. That the syndicate did not make exorbitant profits.

Professor Ripley's estimate of $23,600,000 profits is grossly

exaggerated. While it is impossible tO' tell the exact amount

of the gain, the prices at which the syndicate sold their se-

curities would give them " a net profit of probably eight

per cent and possibly twelve or fifteen j^er cent upon the

cash outlay." (p. 41)
^

Ans. The estimate of profits is wholly speculative. The

actual figures have never been divulged, and the quoted

^ Page references are to North American Review, vol. cciii (1916).
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market prices of some of the securities in question are only-

nominal. To be on the safe side, Air. Kennan's estimate

is not challenged.

2. That the creation of the surplus was entirely legal

and proper. Legal authority supports the right of com-

panies to charge to capital bona-fide improvements that have

previously been charged to operating expenses, (pp. 43-4).

Ans. In a revised edition of his article, IMr. Kennan him-

self admits by implication that the surplus was not justified.

He there says

:

The only reasonable objections to such a course are stated,

ver}- fairly, by Professor Mead and President Fink. The

former is of opinion that capitalization of sums previously

spent for betterments is justifiable only when the betterments

have actually increased earnings, which in the Chicago and

Alton case they had not done. " Its earnings for many years,"

Professor Mead says, " had been stationary, and its property

had not been kept up to standard." If the company had main-

tained a proper depreciation account, there would have been

no such surplus. For these reasons he disapproves of the

capitalization of past betterments and the issue of bonds to

pay a dividend thereon; but he admits that, in the absence

of state legislation expressly forbidding it,
" the legality of

the proceeding is not to be questioned." This judgment, how-
ever, does not change the facts that the money was expended,

and the cost might properly have been charged, at the time,

to capital account. The proceeding involves a question of

financial expediency, but not, in any sense, of illegality.^

In the pnesent discussion, the question of legality is of

little concern: we are here studying the principles, not the

existing laws, of capitalization. But it may be noted in

passing that even the legality may be questioned if it is true,

as the above quotation indicates, that " if the company had

1 The Chicago and Alton Case (Garden City, N. Y., 1916). pp. 23-4.
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maintained a proper depreciation account, there would have

been no such surplus." Much more important, however, is

the undeniable fact that the procedure was financially inex-

pedient and therefore contrary to public policy.

3. That the payment of the thirty-per-cent cash dividend

and the sale of bonds to reimburse the treasury for the pay-

ment were legal and proper. They amounted simply to the

capitalization of the above-mentioned surplus, (pp. 43-4).

Ans. Assuming the validity of the surplus,—a very ques-

tionable assumption,—the issuance of bonds against it was

probably legal under the state laws as they then stood.

But that it was in violation of the public interest is entirely

clear. Any increase in debt weakens the corporate credit

by reducing the margin of safety. It is therefore justi-

fied only as a means of securing capital that cannot be se-

cured on equally good terms by the sale of stock. In the

case at hand no such necessity prevailed, for no capital

whatever was raised. The same remark applies to the is-

suance of bonds by the holding company in place of the

preferred stock of the operating company. The added

burden of fLxed charges brought no compensating advantage

to the railway. From the public standpoint it was therefore

unjustifiable.

During recent years, railway officials have constantly

urged the necessity of higher earnings in order to enable the

roads to secure capital by the sale of stock instead of

bonds. What, then, shall we say of a railroad that makes

its very prosperity the excuse for assuming heavy and

wholly unnecessary increases in bonded debt?

4. That the sale of bonds at 65 was reasonable under the

circumstances. While it is true that the Harriman syndi-

cate made a large profit by reselling at a higher price, the

excessive amount of the profit could not have been antici-

pated. It was due partly to the passage of a Xew York
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law making the bonds a legal invesitment for savings banks,

and partly to the unexpectedly favorable conditions of the

market. A few years later, in 1907, the prices of these

bonds had fallen almost to the issuance price, although they

were " just as good then as they ever had been." (pp. 44-6).

Ans. This argument might have more weight were it not

for the fact that the syndicate repeated the trick soon after-

wards by causing the holding company to issue its 3 3^ -per-

cent collateral trust bonds a.t 60. The market prices of

these bonds ranged from 78 to 863^ for two or three years

after the issue.

5. The alleged overcapitalization. Those who make that

charge do so on the assumption that capitalization should

represent the actual cost. But there is good authority for

the position that capitalization should be based, not on cost,

but on earning power. The latter is the more defensible

standard. ( p. 46 ^
)

.

Ans. The earning-power basis is discussed at length in

Chapter III of this study." It rests on the false notion

that capitalization should represent value, but it cannot be

sustained even on that theory, except in so far as it happens

to coincide with market value. The ex:tended defense of

the principle presented in Mr. Kennan's revised edition"

illustrates both of these fallacies: First, it assumes that

capitalization should be based on value and hence that the

only queSjtion is to find out what that value is ; second, it

assumes that a fair measure of value is the probable earn-

ings capitalised at hypothetical rates of interest. In defense

of this latter view, Mr. Kennan makes the following quo-

tation from a well-known economist:

1 More fully developed in the revised article printed in monograph

form : The Chicago and Alton Case, pp. 28-32.

2 Supra, pp. 82-88.

3 Op. cit.
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As an investment, land is valued, as is any other form of

income-producing property, by capitalizing its annual return

at the current rate of interest.^

Now this assertion is perfectly sound; but one notes that

the author was careful to state that the capitalization is

" at the current rate of interest "—current, that is, for

similar investments at that particular time. Mr. Kennan,

however, in his computation of earning power, uses rates

very different from the current ones. He calculates on

the basis of the 3 and 33^-per-cent nominal rate of interest

on the bonds, the 4-per-cent dividend on the preferred stock,

and a four-per-cent rate on the common." No one of these

rates was as high as the market rate; that is to say, every

one of these securities was selling well below par. There-

fore, one cannot accept a capitalization based on those

rates as representing in any way " the value of the prop-

erty."^

6. That, accepting earning power as the proper standard,

the Alton capitalization was not excessive. Mr. Harriman
estimated that, as a result of certain improvemients of the

physical property, net earnings would rise to four million,

dollars per year, sufficient to pay interest on the bonds and
dividends on both classes of stock. The actual results more
than justified this estimate. In 1907, net earnings were

' H. R. Seager, Principles of Economics (New York, 191J), p. 239.

* Op. cit., p. 34.

'If the present discussion were an attempt to determine whether,

and to what extent, Mr. Harriman and his associates were guilty of

a breach of business ethics, it would be necessary to add to the above
criticism this statement: that in spite of the scientific absurdity of the

earning-power theory of capitalization, it is a principle that has been

accepted by many persons of high standing and honorable reputation.

The real defense would therefore be, not that Mr. Harriman's methods
were valid, but that they conformed to the standards of the time. But
the matter of personal blame does not concern the present discussion.
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$4,415,974—enough to cover all prior charges plus five

per cent on the common stock (pp. 47-8).

Ans, Even on the basis of earning power, the capitaliza-

tion was excessive.^ The apparent large earnings during the

last >Tear of the Harriman control were not a fair test.

This point is discussed in the section following.

7. That the later misfortunes of the Alton road were in

no sense caused by Mr. Harrimian's management ; for they

did not take place until Mr. Harriman had left control.

They were due to a number of circumstances—to poor

business conditions, to the unexpected rise in operating ex-

penses, to the decline in rates, and to the inefficient financial

management by the " Clover Leaf " interests. " Mr. Har-

riman left the road on a dividend paying basis in 1907 and

two years later he died." (pp. 49, 873).

Ans. It is true that the trouble did not appear until after

Mr. Harriman's withdrawal from control. But that does

not absolve his syndicate from responsibility. Anyone who
will consult the successive operating reports of the railway

during the period in question will note that the factors in

the railway's financial misfortunes are two : first, an extra-

ordinary upward trend in the fLxed charges from the beghi-

ning of the Harriman administration down to the present

timie; second, a decline in net earnings after 1909. Either

of tliese two trends alone would have meant an injury to the

railway credit ; but the serious condition—the failure to earn

interest charges—was due tO' the combination of the two.

The changes in earnings and fixed charges may be noted

in the table below, which gives the figures on a per-mile basis.
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Chicago &- Alton Railroad. Income and Charges Pes Mile of Line

Operated, by Three Year Av'erages i

1897-9 1905-7 1912- 1

4

Blackstone Harriman Clover Leaf

Period Period Period

Gross Oper. Revenue $8,266 $12,680 $14,246

Maintenance 1,506 3,035 5,219

Other Expenses & Taxes 3,750 5.529 6,898

Oper. Expenses & Taxes 5,256 8,564 12,117

Net Earnings 3,oio 4116 2,129

Other Income 296 45 85

Total Net Income 3.306 4,161 2,214

Fixed Charges 1,267 2,603 3,8i6

Dividends 1,865 847 o

Surplus 174 711 * 1,602

* Deficit

Mileage 844 915-970-970 1026- 1026- 1033

^ The figures for the three different periods are not strictly com-

parable owing to changes in the accounting methods ; but for practical

purposes the discrepancies are not serious. Prior to 1899, the company
deducted certain expenses before stating the gross operating revenues;

but in 1899 and thereafter these charges were added to operating ex-

penses instead of being deducted before stating the gross. In its oper-

ating report for 1899, the company computed the 1898 earnings on the

new basis as well as on the old. I have therefore used the new basis

for 1898 and have also estimated the 1897 earnings on the new basis,

by adding to the reported gross earnings and to the operating expenses

the amount ($460,970) by which the 1898 earnings as computed by the

new method exceeded the earnings as computed by the old method.

By the same method, I have estimated the maintenance charges for

1897 at $90,408 in excess of the reported figure.

" Fixed charges " inclvxde interest on debt, discount charge.s,

dividends on guaranteed securities, rentals of leased lines.

For the first period, the figures have been computed from the annual

reports of the company; for the two later periods, they have been

taken from Moody's Analyses of Railroad Investments, with a modi-

fication by which taxes are included in operating expenses rather than

in fixed charges.
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(a) The increase in fixed charges. For this extraordin-

ary increase the Harriman reorganization is admittedly in

large measure responsible. Even the rise that took place

after 1907 must be attributed in part to this circumstance;

for the recapitalization placed such a burden of debt upon

the company .that it was unable to secure the necessary funds

except by borrowing on unfavorable terms.

(b) The decline in the net earnings. This was due

chiefly to the increased operating expenses. Other factors

mentioned by Mr. Kennan were also in part responsible.

But is it really true, as Mr. Kennan suggests, that when
Mr. Harriman left the road, the earnings were sufficient to

justify the inflated capitalization? According to the opera-

ting statement, they were indeed sufficient to pay four or

five per cent on the commoai stock. But aside from the

fact that the two- years which gave this favorable showing

were unusually good years for the road (1905 the St.

Louis Fair, 1907 the high business prosperity), one may
question whether the amount of the net earnings was not

deceptive. For the experience of later years shows that

during the Harriman period, maintenance charges were

inadequate. Let us look further into the matter.

The reader will note from the above table that the chief

reason for the decline in net earnings during the " Clover

Leaf " period has been the extraordinary rise in mainten-

ance charges. During the first three years of its control,

the new management had allowed the charges to drop off;

but beginning with 191 1 it raised them above any previous

amounts. Under the Harriman control, the average main-

tenance charges per mile, from 1900 to 1907, were $2,595

;

under the Clover Leaf, the average from 1908 to 191 7 was

$4,422, an increase of $1,827 or seventy per cent. This

rise is all the more extraordinary in view of the fact that

even in the Harriman period, maintenance charges had
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risen to over twice the figure under the Blackstone adminis-

tration. In 1899, for example, the maintenance charges

were only $1,481 as compared with $3,120 in 1907.

It is evident from these facts that the Alton railway was

left by the Blackstone administration in a much worse

physical condition than was at first supposed. Even the

increased maintenance during the Harriman period did not

sufifice to make good the deferred charges of prior years.

This view is confirmted in the annual report of the President

for 1913, which states that the property was still in poor

physical condition as a result of the previous insufficient

provisions for upkeep.^

We are compelled, therefore, to conclude that, if the

Alton earnings during the last years of Mr Harriman's

control had been made ito bear their fair share of the main-

tenarce c^T^'^ijes, they would not have yielded the amounts

required to support the high capitalization.^ When, in ad-

dition, one recalls that no attempt was made to amortize the

heavy bond discounts, and that consequently this burden has

been deferred to the time when the bonds mature, it is

evident that the apparent prosperity of the Alton in 1907

was an illusion.

8. That the transactions, so far from being concealed,

were given complete publicity. They were without ex-

ception announced in the current financial publications.

Therefore, by no chance could investors have been de-

ceived, (pp. 51-2; 877-9).

Ans. It is probably true that Mr. Harriman met all formal

requirements of publicity. Each step in the reorganization

was published at the time. The Interstate Commerce re-

port, on which Mr. Ripley based his statement to the con-

1 Report, p. 6.

2 This statement is not meant to imply that Mr. Harriman designedly

skimped the maintenance charges in order to conceal the true condition.

It is quite possible that the inadequacy of the charges did not become

apparent until later.
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trary, did an injustice to Mr. Harriman by failing to make
this fact clear.

But it is also necessary to remark that the public notices of

the transactions, though they may have conformed to the

customary requirements, were wholly insufficient to pro-

tect investors against the deceptive apj>earances of the

transactions. The various steps in the financing were so

complicated, and the accounting methods so' involved, that

the successive public announcements were sure to confuse

the ordinary investor. Take, for example, the procedure of

setting up a surplus against which to charge the discount

on the bonds and the extra cash dividend. It is true that

an experienced analyst or accountant, by comparing the

balance sheets and earnings statements for succeeding years,

and by consulting the notices of the financial transactions in

the current financial journals, could arrive at the true

position of the assets and liabilities. But most investors are

not experienced in analysing reports and cannot take the

time to make critical examinations. These people would

almost surely be deceived by the appearance of a great

increase in the investment.

9. That Professor Ripley's accusation that Air. Harriman

prejudiced the interests of shippers " by creating the

need for high rates for service in order to sup]X)rt the

fraudulent capitalization " is doubly misleading: It indicates,

first, that rates are dependent on capitalization, and second,

that Mr. Harriman raised rates to bolster up fictitious se-

curities. The former is an economic fallacy; the latter is

simply a misstatement of facts, for rates actually declined

after the reorganization.

Ans. (a) The relation of capitalization to rates has been'

discussed in Chapter I of this study. There it is shown

that the connection is by no^ means fanciful, but that the

more serious charge against overcapitalization is that it

injures railway service.
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(b) It is apparently true that rates fell instead of rising.

That was due largely to competition, and perhaps partly to

state regulation. If Professor Ripley understood the contrary^

he was misinformed. But if one takes his words literally,

they are perfectly true. The Alton reorganization, by in-

juring the company's credit, has certainly " created the need

for high rates of service in order to support the fraudulent

capitalization." To be sure, this need has not yet been

satisfied. But are not railway spokesmen constantly telling

us that in the future, the salvation of the transportatiorii

service of the country depends on securing some method of

rate control which will enable the zueak roads to earn suf-

ficient profits? And has not the Alton becomie one of those

weak roads that demand special tenderness ?

10. " The most surprising of all Professor Ripley's mis-

statements is that which charges Mr. Harriman with ' crip-

pling ' the Alton road ' physically.' " As a matter of fact,

so far from crippling it, he built it up. When he bought it,

it was a run-down, old-fashioned railway; when he left it,

it was a first-class, modern system.

Ans. No one can deny that Mr. Harriman made con-

spicuous improvements. It is true that a large amount of

deferred maintenance had not been made good when he left

control. Nevertheless, the physical condition was immensely

improved.

But this accomplishment, however creditable, does not

belie the charge that great harm was done by the financial

reorganization. These two preformances were entirely

separate, and the latter was not a necessary means of accom-

plishing the former. Mr. Harriman's management there-

fore did two things— it improved the road physically, and

it injured its credit. The latter circumstance made it imi-

possible for the new administration to maintain the very

standards of physical efficiency that Mr. Harriman had himr

self inaugurated.
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issue, 79 n. 5 ; shares without

par, 102, 105, 115, 123, 127; ratio

of bonds to stocks, 142

Canadian American Power Co.,

Re (N. Y. P. S. C. 2nd Dist.), 84
Capital account, treatment of

shares without par, 118-24; Alton

finance, 171-73, 176

Capital, impairment of. 58; alleged

danger of removing par values,

121-24

Capital stock (see iStocks, also

Shares without par value)

Capitalization (see also Basis of

capitalization, and Stock water-

ing)

and assets, relation between on
American railroads, 24 & n. i,

92/. ; reasons for equalizing,

90/. ; difficulties of equaUzing,

91-99; equalization unneces-
sary, 97

of consolidations, no; federal

law, 134/.

of good will, 128

and rates, relation between (see

Contents of Ch. I), biblio-

graphy, 14; discussion, 9, 14-

38 ; conclusions, 37f. ; Alton as

example, 184/.

of reorganizations 47, 49, 83,

88/., 90, 109-11, 134/.

scaling down excessive out-

standing, 91-93, 146-53

and service, relation between,

13/., 38-43 ; Alton as example,

184/.

of surplus, laws and decisions

on, 74/., 77-82; arguments pro
and con, 81/.; Alton, 176/.

and value for rate making, re-

lation between, 21-31, 156-61

;

conclusions, 29-31

Central Hudson Gas & Electric

Co., Re (N. Y. P. S. C. 2nd
Dist.), 80 n. I

Central Massachusetts Light &
Power Co., shares without par,

105, n. 3
Certificates of participation, with-

out par value, loi/., 106 n.

Chamberlain, L., relation of fixed

charges to earnings, 145 n.

Charges, fixed, relation to earn-

ings, 145 n.

Charges, transportation, effect of

capitalization on (see Capitali-

zation and rates)

Chesapeake & Potomac Telephone
Co., Re (Md. P. S. C), 68 n. 3

Chicago & Alton, relation of capi-

talization to rates, 19, 38; recapi-

talization as example of finan-

cial abuses, App. C, 33, 38, 55
& n. 2, 141

Chicago & Eastern Illinois, pay-
ment of excessive dividends to

Frisco, 51 ; financial manipula-
tion, 163

Chicago Elevated Railways, shares
without par, 105 n. 3 ; entry of

no-par shares on books, 119 n.

Chicago Great Western, relation

of capitaHzation to rates, 19;

poor service, 38 ; cost of rehabil-

itation, 39
Chicago. Milwaukee & Puget
Sound, fictitious stock issue and
falsified accounts, 59

Chicago Railways Co., shares
without par, 105 n. 3

Chicago, Rock Island & Pacific,

relation of capitalization to rates,

19; evil effects of overcapitali-

zation, 33, 38, 41, 55/-; mani-
pulation of accounts, 58; specu-

lative stocks. 114: excessive debt,

141 ; control of Alton, 173 & n. i
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Cincinnati, Hamilton & Dayton,
manipulation of accounts and
payment of dividends out of

capital, 58; financial weakness,
163

City of Lincoln t'. Lincoln Water
& Light Co. (111. P. U. C),

^ 158 n. 2
Clark, Commissioner, relation of

capitalization to rates, 28

Clark, W. H. & Jenks, basis of

capitalization, 64 n. i

Clements, Commissioner, relation

of capitalization to rates, 28;

plea for higher rates to support
credit, 164

Cleveland & Powell, basis of capi-

talization, 64 n. I

Clews, H., criticism, of stock water-
ing, 15 n. 3; relation of capitali-

zation to rates, 17 n. 2
'' Clover Leaf Line " {see Toledo,

St. Louis & Western)
Cole, W. M., basis of capitaliza-

tion, 64 n. I, 86/.; criticism of
shares without par, 100 n., 118

Commissions, public service {see
also Security regulation, Inter-

state Commerce Commission,
New York Public Service Com-
mission, etc.), rate regulation,

20-22, 31/., 65/.; capitaHzation

as factor in rate-making value,

21-31, App. A; capitalization and
rate of return, 31-38; plea for

higher rates to support credit,

33-35. App. B; guaranty of se-

curities not created by approval,
26 n. 2; causes of railway fail-

ures, 42/. ; restriction of indebt-
edness, 139-46

Common Stocks, evils of over-
issue, 50-57

Competition, effect of capitaliza-

tion on amount of, 17 n. 2; effect

of capitalization of rates under,
18/.; as cause of railway fail-

ures, 41

Concealment of investment by
stock watering, 22-25, 57-61

Congress {see United States
Congress)

Consolidations, capitalization of,

109/.. 134/.; of interstate rail-

ways, 147

Constitution, guaranties of prop-
erty rights, 20/., 147/.

Convertible stock, issue allowed
by New York commission, 94 n. 3

Conyngton, T., basis of capitali-

zation, 64 n. I

Cost, actual (see Actual Cost, also

Original investment)
Courts (sec also United States

Supreme Court, New York
Court of Appeals, etc.), control

over rates, 20-23, 26/., 29; capi-

talization as factor in fair value,

21-23, 26, 29, 156/.; rate of re-

turn, 31, 32 n. I, 51; basis of
capitalization, 71/., 75 n. i & 2,

76, 83 n. 3, 85/. ; capitalization of
outside property, 71 n. i ; treat-

ment of surplus for rate making,

77; ratio of bonds to stocks, 144;
scaling down excessive capitali-

zation, 151/.

Credit, effect of capitalization on,

Ch. II ; Alton case, 185 ;
pro-

tection of as factor in rate mak-
ing. 33-35, 44, App. B; effect

of weak credit on railway ser-

vice. 38-43 ; means of reestab-

lishing railway credit, 152/.

Cuba Cane Sugar Corp., shares
without par, 105 n. i

Daggett, S., railway reorganiza-
tions, 39, 47 n. I ; causes of
railway failures, 41 n. 3, 42 n. i

;

preferred stocks and income
bonds in reorganizations, 49 &
n. I ; falsified accotmts of Erie,

SI n. I, 58 n. I

Debt, funded (see Bonds and other
evidences of debt)

Deception, chief evil of over-
capitalization, 23-25, 52-57, 96/.,

106-09

Delano, F. A., capitaHzation and
rates, 19 n. i

Delaware & Hudson Co., Re ( N.
Y. P. S. C. 2nd Dist.), 71 n. i

Delaware, Lackawanna & Western,
relation of capitalization to rates,

19
Delaware statutes, ratio of bonds

to stocks, 141 ; shares without
par, 102, 104 & n. 3, 115/., 116

n. I, 124, 127
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Dewing, A. S., shares without par,

lOi n.

Dillon, S., defense of stock water-
ing, IS n. 3

Discount, sale of bonds at, by
Alton, 170/., 175, 177

District of Columbia statutes,

stock dividends forbidden, 74
Dividends {see also Stock divi-

dends), tendency to become
quasi-fixed charge, 50-52 ; es-

ce&sive, a result of overcapitali-

zation, 48-57 ; common stock,

50-52 ;
preferred stock

, 48/.

;

payment out of capital, 58, 121-

24; payment out of surplus, 120

& n. I, 171, 175
Dry Docks, East B'way & Battery

R. R. Co., Re (N. Y. P. S. C.

1st Dist.), 142 n. I

Duff, R. C, Texas Stock and Bond
Law, 149 n.

Dunham, Re (Mo. P. S. C), 70

n. 2, 89 n. I

Dunn, S. O., effect of overcapi-

taHzation on service, 13 n. i

Dwight, F., shares without par.

100 n.

E
Earning capacity, as basis of capi-

tahzation, 82-98, 178/.

Earnings, exaggeration of by rail-

way managements, 58/., 182/.

East Boston Gas Co. case (Mass.
Gas Commiss.), 75 n. i

Eastern Rate Advance Case of

191 1 (I. C. C), 160, 162/.

Edgerton, Commissioner, shares

without par, 104 n. 2

Edison Electric Illuminating Co.

of Fall River, case (Mass. Gas.

Commiss.), 75 n. 1

Elliott, President of New Haven,
plea for higher rates, 34

Empire Gas & Electric Co., Re
(N. Y. P. S. C. 2nd Dist.), 168

n. 3
England, regulation of rates and

securities (sec Great Britain)

Equity, trading on, 140; encour-

aged by American method of

rate control, 140 n.

Erickson, Commissioner, shares

without par, 100 n. i, 104 n. i, 125

Erie Railroad Company, Re (N.
Y. P. S. C. 2nd Dist.), 94 n. 3

Erie, relation of capitaHzation to

rates, 19; payment of unearned
dividends, 51 ; falsification of
earnings, 58; convertible bonds,

94 n. 3
Escher, F., shares without par,

100 n.

Eshleman, Commissioner, shares
without par, 104 n. 2; capitali-

zation and rates, 14 n. i, 167
" Expedient rate " versus " fair

rate," 31-36, App. B. "

Express rate decision of 1912

(I. C. C), 161

F
Failures, causes of railway, 41-43
" Fair rate " of return, versus

" expedient rate," 31-36, App. B.

Fair value for rate making, capi-

taHzation as factor in, 21-31,

App. A
Fall River Gas Works Co. case

(Mass. Gas Commiss. and Mass.
Sup. Ct.), 75 n. I

Falsification of accounts, a means
of inflating market values, 57:59

Fankhauser, W. C, causes of rail-

way failures, 42 n. i

Federal regulation of securities,

10/., Ch. V ;
provisions of

Transportation Act of 1920,

132-35
^ ^

Fifteen Per Cent Rate Case (I. C.

C), 25, 161 n. 3, 164/.
_

Fink, President, capitalization of

Alton surplus, 176
Fisher, Re (Mo. P. S. C), 168 n. i

Five Per Cent Rate Case (I. C. C),
25, 161, 163/.

Franchise value, capitalization of,

128

Frisco (sec St. Louis & San
Francisco)

Funded Debt (see Bonds and other

evidences of debt)

G
Geisse, H. L., stock below par,

04 n- 3
General Motors Corp., shares with-

out par, 105 n. 2

Georgia Railroad Commission,
stock dividends, 79 "• 3
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Georgia statutes, on purposes of

issue, 79 n. 2; stock dividends,

79 n. 3
Germany, certificates witliout par

value in, 102

Gerstenberg, C. W., shares with-
out par, 100 n.

Going value, a cloak for watered
stock, 28; Wisconsin use, 71

Good will, capitalization of, 128

Goodrich, Co., B. F., shares with-
out par, 105 n. 2

Gould roads, financial breakdown.

Government regulation {see Com-
missions, public service, and
Security regulation)

Grafton County Electric Light &
Power Co. case (N. H. P. S.

C.), 75 n. 2
Grafton County Electric Light &
Power Co. v. State (N. H. Sup.
Ct), 75 n. 2, 85 & n. 3

Great Britain, stock watering in,

25, 60/. ; sale of stock at auction,

138 & n. I ; rate control in, con-
trasted with American methods,
140 n. I

Great Northern, watered stock,

159/.

Guaranty of security issues, not
intended under regulation, 26 n. 2

H
Hadley, A. T., capitalization and

rates, 14 n. i, 17 & n. i & 2

Hale, L. P., purposes of issue in

N. Y., 80 n. 3
Handley v. Stutz (U. S. Sup. Ct.),

116 n. 2
Harlan, Commissioner, capitaliza-

tion and fair value, 160; on plea

for higher rates to support
credit, 165

Harriman, E. H., reorganization
of Alton by, App. C

Hatfield, H. R., 12; fictitious ac-

counting, 59 n. 3 ; undervalu-
ation of assets, 95 n.

Haverhill Gas Co. case (Mass.
Gas Commiss.), 75 n. i

Heilman, R. E., 11; object of se-

curity regulation, 64 & n. 2 ; stock
below par, 94 n. 2 ; principles of
security regulation, 135; treat-

ment of outstanding capitaliza-

tion, 148 n.

Holding companies, public utility,

issue of no-par shares by, 105,

n. 3; Alton, 171/., 175
Holmes, F. L., shares without par,

104 n. I

Hudson, J. F., evils of stock
watering, 14 n. i

Hudson River & Eastern Traction
Co., Re (N. Y. P. S. C. 2nd
iDist.), 142 n. I

Hulme, T. W., capitalization and
valuation of American railways,

24 n.

Hurdman, F. H., shares without
par, 100 n., 102 n. 5

Ignatius, M. B., 11; capitalization

and rates, 14 n. i ; shares with-

out par, 100 n., 107 n. 2, 125/.;

dividends out of premium-
surplus, 120 n.

;
powers of com-

missions, 133 n. 4; principles of
securit}' regulation, 135; treat-

ment of outstanding capitaliza-

tion, 148 n.

Illinois Pubhc Utilities Commis-
sion, basis of capitalization, 84/.

;

stock dividends allowed, 78
Illinois statutes, on purposes of

issue, 79 n. 5 ; shares without
par, 102, 105, 124 & n. i, 127

Illinois Terminal Railroad Co., Re
(111. P. U. C), 85 & n. r

Impairment of capital, 58; with
no-par shares, 121-24

Income accounts versus capital ac-

counts, 120 n.

Income bonds, 48/.

Indebtedness {see Bonds and other
evidences of debt)

Indiana Public Service Commis-
sion, stock dividends allowed,

78; ratio of bonds to stock, 142
n. 3 ; higher rates allowed to sup-

port credit, 167/.

Indiana statutes, on purposes of
issue, 79 n. 5 ; ratio of bonds to

stocks, 142 & n. 3
Inflation (see also Stock water-

ing), of market value, 57-61,

111-13 126/., 136/., 139
" Innocent investor " plea, 25
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Intangibles, value of, a cloak for

stock watering, 27/.
Interboro Consolidated Corp.,

shares without par, 103 n. i,

los n.. 3
Interstate Commerce Commission,

21 ; accounting regulations, 22/.

;

capitalization and fair value, 14
n. I, 23-28, 159-61 ; railways in

receiverships, 42; protection of
credit in rate cases, 35, 162-65

1

criticism of railway accounts,

58; exclusive control of secur-
ity issues, 132-35; the Alton
case, App. C

Interstate Consolidated Street
Railway Co., Petit, of (Mass.
R. C), 165

Investment {see Original invest-

ment, also Actual cost)

Investors, plea for higher rates to

protect, 25/., 27; deception of by
overcapitalization, 51-57; decep-
tion of by false accounts, 57-61

;

injured by Alton reorganization,

169, 183/.

Iowa statutes, ratio of bonds to
stocks, 141

Issuance price, governmental con-
trol of, 95-97, 134-39

Jenks & Clark, basis of capitali-

zation, 64 n. I

Johnson & Van Metre, basis of
capitalization, 64 n. i

Journal of Accountancy, capitali-

zation and rates, 14 n. i

K
Kansas City Electric Light Co.,

Re (Mo. P. S. C), 158 n. 2

Kansas City street railway reor-

ganization, 89 n. I

Kansas statutes, on purposes of
issue, 79 n. 2

Kendrick, J. W., financial break-
down of Missouri, Kansas &
Texas, 41

Kennan, G., Alton reorganization,
App. C

Kennecott Copper Corp., shares
without par, 105 n. i ; entry of
no-par shares on books, 119 n.

122 n. 3

Kester, R. B., 12; shares withoixt
par, 100 n.

Kings Countv Lighting Co. v.

Willcox (N. Y. Ct. App.), 71
n. 2

Knoxville v. Knoxville Water Co.
(U. S. Sup. Ct.), 157

Kuhn, A. K., shares without par,

100 n., 102, 125/.

L
Lackawanna (see Delaware,
Lackawanna & Western)

Lane, F. K., opposes security regu-
lation, 31; capitalization as fac-
tor in rate making, 160, 161, 162

Laws (see Statutes, state, also

Federal regulation of securities)

Lawson, W. R., stock watering by
British railways, 61 n. i

Leach, A. B., plea for innocent
purchaser of watered securities,

Legislation on security issues (see
Statutes, state, also Federal
regulation of securities)

Lewiston, Augusta & Waterville
Street Railway, Re (Me. P. U.
C.),_ 168 n. 5

Liability of holders of shares with-
out par, 115/.

Lincoln, City of v. Lincoln Water
& Light Co. (111. P. U. C),
158 n. 2

Littlepage t'. Mosier Valley Tele-
graph Co. (Ore. P. U. C),
168 n. 6

Lough, W. H., basis of capitali-

zation, 64 n. I

Louisville & Nashville, improper
accounting, 58

Lovett, R. S., capitalization and
rates, 15/. ; shares without par,

ICO n., 124
Lyon, W. H., 12; bonus shares,

53 n. I ; basis of capitalization,

64 n. I ; shares without par, 100 n.

M
McDermott, E. R., stock watering
by British railways, 61 n. i

Maine Public Service Commission,
stock below par, 94 n. 3; ratio

of bonds to stocks, 143 n. ; need
for higher rates to uphold credit,

168
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Maine statutes, on purposes of

issue, 79 n. 5; shares without
par, 102, 105, 115 n. 2. 123, 127

Maintenance, deferred. 39, 148,

182/.

Maires v. Flatbush Gas Co. (N. Y.
P. S. C. 1st Dist), 69 n. 3

Maiden & Melrose Gas Light Co.

case (Mass. Gas Com.), 75 n. i

Maltbie, Commissioner, basis of

capitalization, 69
Manhattan & Queens Traction

Corp. Re (N. Y. P. S. C. ist

Dist.), 69 n. 2
Manipulation of accounts, 22-24,

57-61; Alton case, 17s, 183/.

Market value, as basis of capitali-

zation, 82-88. 178/.

Maryland Public Service Commis-
sion, basis of capitalization, 67/.

;

stock dividends, 78, n. 6 ; capi-

tahzation and rates, 158; on
need for higher rates to uphold
credit, 166/.

Maryland statutes, shares with-

out par, 102, 104 & n. 4, 123 &
n. 2, 127; protection of outstand-
ing bonds, 158

Massachusetts regulating commis-
sions, on plea for higher rates to

uphold credit, 35, 165/. ; break-
down of New England rail-

ways, 39/.; basis of capitaliza-

tion, 74/.; capitalization of sur-

plus, forbidden, 75 & n. i ; con-
flicting principles of security

regulation, 89/. ; early control

of issues, 91 ; sale of stock at

premiums, 95, 138/. ; treatment
of outstanding capitalization, 92,

148/.

Massachusetts statutes, stock divi-

dends forbidden, 74, 78; pur-
poses of issue, 79 n. 2 ; sale of
stock at premium, 90, 98, 138;
capitaHzation of reorganizations,

90; ratio of bonds to stocks, 141

Mead, E. S., capitaHzation and
rates, 14 n. i, 17 n. i & 2; shares
without par, 100 n. ; basis of capi-

talization, 64 n. I ; payment of
dividends out of premium-sur-
plus, 120 n. ; capitalization of

Alton surplus, 176
Mergers (see Consolidations)

Meyer, Commissioner, publicity

versus regulation of securities,

Michigan Public Service Commis-
sion, stock dividends allowed, 78

Michigan statutes, on purposes of
issue, 79 n. 2

Middlesex & Boston Rate Case
(Mass. P. S. C), 90 n. i

Miller, E. T., Texas Stock and
Bond Law, 149 n.

Missouri, Kansas & Texas, finan-

cial breakdown, 41
Missouri Pacific, reorganization,

39; financial breakdown, 41;
payment of unearned dividends,

51 ; improper accounting, 58/.

Missouri Public Service Commis-
sion, basis of capitalization, 70/.;

reorganizations, 89
Missouri statutes, on purposes of

issue, 79 n. 5; capitalization of
reorganizations, 83, 88/.

Mitchell, S. Z., opposes security

regulation, 30, n. i

Monkswell, Lord, stock watering
by British railways, 61 n. i

Monopoly, effect of capitalization

on rates charged under, 17/.

Moody, W. P., Jr., shares with-
out par, 100 n.

Morawetz, V., shares without par,

IOC n.

Moretz v. Edison Electric Illumin-

ating Co. of Brooklyn (N. Y.
P. S. C. 1st Dist), 158 n. 2

Mulvey. T., shares without par,

100 n.

N
National Association of Railway
Commissioners, discussion on se-

curit)^ regulation, 14 n. i, 28;
shares without par, 100 n.

Nebraska statutes, on purposes of
issue, 79 n. 2; ratio of bonds to

stocks, 141

New England railways (see also

Boston & Maine, and New York,
New Haven & Hartford), break-
down of service, 39/., 152

New Hampshire Pubhc Service
Commission, stock dividends, 75
& n. 2; basis of capitalization,

75 & n. 2 & 3, 85
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New Hampshire statutes, stock

dividends forbidden, 74/.. 78;

purposes of issue, 79 n. 2; shares

without par, 102, 105, 127

New Hampshire Supreme Court,

basis of capitaHzation, 75 n. 2, 85
New Haven Railroad {see New
York, New Haven & Hartford)

New Jersey Board of Public Util-

ity Commissioners, stock divi-

dends allowed, 78 & n. i, 81 n.

I ; ratio of bonds to stocks, 142

n. I & 2; allowance of higher
rates to uphold credit. 168

" Newlands Committee" Hearings,
causes of railway failures, 43 n. i

Newton Gas & Electric Co., Re
(N. J. P. U. C), 158 n. 2

New York Bar Association, com-
mittee, recommends law permit-

ting issuance of shares without
par, 100 n., loi/., 125

New York Central & H. R. R. R.

& 'Rochester & Eastern Rapid
iRy. Co., Re (N. Y. P. S. C 2nd
Dist.), 100 n., 103 n. 2

New York Court of Appeals, basis

of capitalization, 71/.

New York, New Haven & Hart-
ford, financial breakdown. 34,

39 & n. 2 ;
payment of unearned

dividends, 51 ;
plea for higher

rates, 163
New York & North Shore Trac-

tion Co., Re (N. Y. P. S. C. ist

Dist.), 69 n. 3
New York Public Service Com-

mission, First District, New
York City street railway reor-

ganizations, 40; basis of capi-

talization, 68, 71/., 90; discre-

tionary powers, 133 n. 4; ratio

of bonds to stock, 142 n. i

New York Public Service Com-
mission, Second District, basis

of capitalization, 70/.. 83/., 90;
purposes of issue. 78-80, stock

below par, 94 n. 3 ; shares with-
out par, 103 ; allowance of higher
rates to uphold credit. 168

New York statutes on purposes of
issue, 78-80, 133 n. 3; stock divi-

dends forbidden, 78-80; capitali-

zation of leorganizations, 83,

88/. ; stock below par, 94 n. 3

;

ratio of bonds to stock, 142 n. i

;

shares without par, 102/., 114,

115, 119 n. I, 121-24, 127

New York street railway system,

poor service and overcapitaliza-

tion, 40
No-par share (see Shares without
par value)

Notes, short term, not subject to

approval of Interstate Commerce
Commission, 133

Ohio Public Service Commission,
stock dividends allowed, 78

Ohio statutes, on purposes of

issue, 79 n. 5 ; shares without
par, 102, 105, 123. 127

Oregon Public Service Commis-
sion, capitalization and fair

value, 158 n. 2; allowance of

higher rates to support credit,

168

Original investment as basis of

capitalization, 74-77, 98
Overcapitalization {see Capitali-

zation, also Stock watering)

Pacific Gas & Electric Co., ap-

plication to issue stock divi-

dend, 70
Pacific Gas & Electric Co., Re

(Cal. R. C), 104 n. 2

Par value {see also CapitaHzation
and Shares without par value),

source of deceit to investors,

52/. ; influence on market values,

50-57 ; shares without, Ch. IV,

135-39; stock issuance below,

72 n. 2, 93-95, 135; issuance

above, 135-37
Participation certificates without
par value, loi/., 106 n.

Penn Central Light & Power Co.,

shares without par, 105 n. 3
Pennsylvania Public Service Com-

mission, allowance of higher

rates to support credit, 168

Pennsylvania Railroad, reinvest-

ment of earnings, 148
Pennsylvania statutes, ratio of
bonds to stocks, 141 ; shares

without par, 102. 104, 123 & n. i,

127
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Peonle ex. rel. the D. & H. Co. v.

Stevens (N. Y. Ct. App.), 71 n. i

Pere Marquette, payment of un-
earned dividends, 51, 58; im-
proper accounting, 58

Physical value of American rail-

ways, 24 & n. I, 92/.

Piper, J., shares without par,

104 n. 4
Portland Railway, Light & Power

Co., Re (Ore. P. S. C), 158 n. 2

Potts, C S., Texas Stock & Bond
Law, 149 n.

Powell, F. W. & Cleveland, basis

of capitalization, 64
Preferred stocks, effect of over-

issue on railway credit, 48/. ; use
of by railways and utilities, 49;
without par value, 102, 127-29,

131.
Premiums, sale of shares at, 95-7,

118/.

Price of issuance, control of, 95-

97- 134-39
Profits, concealment of by stock

watering, 23, 55, 96/.
Promoters, false statements by. 57

;

profits to, in case of stock with-
out par value, 1 16-18, 137 n. 2

Prouty, Commissioner, capitaliza-

tion as factor in rate cases,

159/-; on plea for higher rates

to support credit, 163
Public Service Commission (see

Commissions, public service)

Public Service Electric Co., per-
mission to raise rates to support
credit, 168 & n. 7

Public utilities, local, effect of
capitalization on rates, 18

Public Utilities Reports, Anno-
tated, II

Publicity versus regulation of se-

curities, 10, 30/., 59-61
Puget Sound extension, finance, 59
Purposes of issue, state laws on,

78-80; federal law, 133/.

Railroad Commission of Texas z'.

Atcheson, etc. (1. C. C), 160

Railroad Securities Commission,
United States, recommends pub-
licity rather than security regu-
lation, 30; distinction between

stocks and bonds, 46, 64 & n. 3

;

opposes stock dividends, 82;
warns against overissue of bonds,

47 n. 2, 94 n. I ; recommends
shares without par, 100 n., 103,

1 10-12, 129
Railway Age Gazette, breakdown

of four railways, 41 ; Alton
case, 169 & n. 3

Rate-making value, as basis of
capitalization, 67-73, 90

Rate regulation, capitalization as

factor in, 20-38, App. A & B

;

as cause of railway failures,

41/. ; British and American
methods compared, 138 n. i, 140
n. I ; need of liberal policy to

permit financing by stock issues,

140/. ; use of to compel reor-

ganization of weak roads, 151

Rate of return, effect of capitali-

zation on, 31-38; "fair rate"
versus " expedient rate," 31-36,

App. B
Rates, effect of capitalization on

(see Capitalization and rates)
" Reasonable rates," 20-35
Receiverships, miles of road in, 42
Regulation (see Rate regulation,

also Security regulation)
Reorganizations, as alternatives to

rate increases, 38; funds for re-

habilitation, 39; as means of
equating capitaHzation and as-

sets, 93 ; reduction of debt
through, 47; use of preferred
stocks and income bonds in, 49,
capitalization of, 83, 88-90,

134/. ; advantage of shares with-
out par value in, 109-11

Replacement cost, as basis of rate-

making value, 24; as basis of
capitalization, 66/., 69, 76, 90

Richmond Light. Heat & Power
Co., Re (Ind. P. S. C), 158 n. 2

Ripley, E. P., Texas Stock & Bond
law, 149 n.

Ripley, W. Z., 11; evils of over-
capitalization, 13 n. I ; New
York street railway finance, 40;
basis of capitalization, 64 n. i

;

Rock Island finance, 114; shares
without par, 100 n., 113, 115 n. i,

118; principles of security regu-
lation, 13s ; control of issuance
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price in Massachusetts, 138 n. 2;
security regulation in Texas,
149 n. ; Alton case, App. C

Rock Island {see Chicago, Rock
Island & Pacific)

Roemer, Commissioner, capitali-

zation and rates, 28; shares with-
out par, 104 n. i

Sague, Commissioner, basis of
capitalization, 84

St. Louis & San Francisco, over-
capitaHzation, Z2> ! rehabilitation

expenses, 39; financial break-
down, 41 ;

payment of dividends
prior to receivership, 48; receipt

of excessive dividends from C.

& E. I., 51 ; reorganization, 89
n. I ; need for higher taxes to

support credit, 163

St. Louis & S. F. R. R. Co., Re
(Mo. P. S. C), 70 n. 2, 89 n. i

San Joaquin Light & Power Corp.,
Re (Cal. iR. C), 168 n. 2

Scahng down of excessive capitali-

zation, 91-93, 146-53
Schafif, Commissioner, security reg-

ulation in Massachusetts, 75 n. i

Seager, H. -R., measure of value,

179 & n. I

Secrecy, an accompaniment of
stock watering, 22-25, 57-6i

Securities {see Stocks, also Bonds
and other evidences of debt)

Securities Commission {sec Rail-

road Securities Commission)
Security regulation, bibliogrgaphy,

186-94; publicity versus regula-
tion, 10, 30/., 59-61 ; basis of
capitalization, Ch. Ill ; control

of issuance prices, 95-97, 134-39;
no-par shares not a substitute

for, 127
Seligman, E. R. A., 12

Service, effect of capitalization on,

14, 38-43 ; need of stricter stand-
ards of. 151/.

Shaffer Oil & Refining Co., shares
without par, 105 n. i

Shares without par value {see
Contents of Ch. IV), biblio-

graphy, 100 n. ; as a solution of
evils of stock watering, 10, 65

;

historical development, 100-06

;

advantages, 106-11; alleged ob-
jections, 1 1 1-24; treatment on
balance sheet, 118-24; not a sub-
stitute for security regulation,

57, 107, 124-27; inclusion of pre-
ferred stock, 127-29; optional
or compulsory, 129/. ; control of
issuance price, 135-39; summary,
130/.

Shepard. E. M., shares without
par, 100 n.

Smyth V. Ames (U. S. Sup. Ct.),

21/.. 26/., 156-58, 160
Snyder, Carl, capitalization and.

rates, 19 n. i

South Carolina, stock dividends
forbidden, 74

Speculation, possibilities of with
no-par shares, 1 13-15

Spokane Rate Case (I. C. C), 27,

159
Springfield Consolidated Water

Co., Re (Pa. P. S. C), 168 n. 4
Springfield Gas Co. case (Mass.
Gas Commiss.), 75 n. i

State versus federal regulation of
securities, 9, 11, 132

Statutes, state {see also Federal
regulation of securities) pur-
poses of issue, 68, 78-80, stock
dividends. 74/., 78; basis of
capitalization, 74 & n. 2 & 3, 89/.

;

capitalization of reorganizations,

88/. ; outstanding capitahzation,

92/. ; stocks below par, 94 &
n. 3 ; shares without par, 102-05,

107, 1 14-16, 121-24, 127-29, 132-35
Stetson, F. L., shares without par,

100 n., 102

Stevens, Commissioner, basis of
capitalization, 83/., 90 ; shares
without par, 100 n., 103

Stock dividends, objections to, 54/.,

57, 126; state laws and commis-
sion decisions on, 67/., 74, 75 &
n. I, 77-82, 85: defense of, 81/.,

139; not forbidden by federal
law, 134; use in connection with
no-par shares, 136, 139

Stock watering, proposed reme-
dies, 10; early criticisms of, 14-

15; defense of, 15-16, 53 n. i,

96/. ; a method of concealing in-

vestment, 22-25, 48-63 ; less seri-

ous than overbonding, 45-48, 94;
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Alton as example, 55/. and App.

C ; Rock Island as example, 55/.

Stocks {see also Capitalization and
Shares without par value), con-

trol of issuance price, 90, 93-95,

138; stocks versus bonds, 46-48;

ratio of to bonds, 141-46; com-
mon stocks, effect of overissue

on credit, 49-57; preferred stocks,

effect of overissue on credit, 48/.

Strauss, F., capitalization and
rates, 19 n. i ; basis of capi-

talization, 87
Street railvirays, plea for higher

rates, 35 n. ; overcapitalization

of, in New York City, 40
Submarine Boat Corp., shares

without par, 105 n. i

Surplus, capitalization of {see also

Stock dividends), laws and de-

cisions regarding, 74 f., '/T-9>2\

arguments pro and con, 81/.

;

Alton case, 176/.

Texas Railroad Commission, capi-

tahzation of Texas railways,

92/. ; scaling down of outstand-

ing issues, 98, 148-50

Texas Stock and Bond Law, 92/.,

148-50
Thelan, Commissioner, causes of

railway failures, 43 n. i

Third Avenue Railway, overcapi-

talization, 40 & n. 2 ; reorgani-

zation, 68/.

Thorn, A. P., causes of railway

failures, 43 n. i

Thompson, iR. A., Texas Stock &
Bond Law, 149 n.

Toledo, St. Louis & Western
["Clover Leaf"], control of

Alton, 173 & n. I, 174, 180, 182

Toms River Electric Co.. Re (N.

J. P. U. C), 81 n. I

Transportation Act of 1920. on se-

curity regulation, 9, I32-35- I43-

153/- ; on rate of return, 21 &
n. I ; on protection of credit as

factor in rate making, 165 n. 2

Trolley lines, plea for higher rates,

35 n. ; financial breakdown in

New \ork, 40

U

L'ndercapitaHzation, 57 ; evils of,

95-97
Lndervaluation of assets, 95 & n. i

Union Pacific, control of Alton
by, 56. 173/-

United Retail Stores Corp., shares

without par, 105 n. i

L^nited States Congress, debates

on stock watering, 9; reports of

committees on security regula-

tion, 192/.

United States Industrial Commis-
sion, Report, relation of capitali-

zation to rates, 14 n. i, 19 n. i;

basis of capitalization, 64 n.i
L^nited States Railroad Securities

Commission {see Railroad Se-

curities Commission)
United States Supreme Court,

capitalization as factor in rate

making, 26/., 256/.

Utah statutes, ratio of bonds to

stocks, 141

Valuation for rate making, rela-

tion of capitalization to, 21-31,

App. A ; Texas railways, 92/.

Van Metre, T, W., 12, 64 n. i

Vermont Public Service Commis-
sion, stock dividends permitted,

78
Virginia statutes, shares without

par, 102, 104, 124, 127

Voluntarj' associations, issue of

shares without par, 105 n. 3

W
Wabash Railway, financial, break-
down. 41

Wang, C. C, British railway

finance. 61 n. i

War, leniency of commissions dur-

ing, 35, 167/.

Washington statutes, ratio of

bonds to Stocks, 59
Watered stocks {see Stock water-

ing)
Westchester Street Railroad Co..

Re (N. Y. P. S. C. 2nd Dist.),

64 n. I, 83
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Western Power Corp. (of Calif.),

shares without par, 103 n. i,

105 n. 3
Western 'Rate Advance Case of

191 1, capitalization as factor in

rate making, 160, 161 n. 3, 162
White, F., shares without par,

100 n., loi n. I

Whitridge, Receiver, stock water-
ing as cause of breakdown of
New York street railways, 40

Whitten, R. H., rate of return,

31 n. 3 & 4; capitalization and
fair value, 156 n. i, 157, 158
n. 2; financial control in Great
Britain, 61 n. i, 138 n. i

" Windom Committee," relation of
capitalization to rates, 14, 17,

19 n. I

Wisconsin Railroad Commission,
stocks below par, 94 n. 3 ; shares

without par, 104; discretionary
powers of commission, 133 n. 4;
going-value, 71

Wisconsin statutes, on purposes
of issue, 79 n. 5 ; reorganization,
88; stocks below par, 94 n. 3;
ratio of bonds to stocks, 142

Wood, W. A., basis of capitaHza-
tion, 64

Worcester, E. P., capitalization and
rates, 15

Worcester Gas Light Co. case
(Mass. Gas Commiss.), 75 n. i

Wyman, B., rate of return^ 31 n.

3 ; capitalization and fair value,

156 n. I, 157

Young, A. A., 12; evils of stock
watering, 52 n. i
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